The Australian Accountant 


Published Monthly for the Commonwealth Institute of Accountants and 
The Australasian Institute of Cost Accountants. 





=—— 





Subscription : 
Vol. VIII, No. V DECEMBER 15, 1939 Per annum, 12/6 
Single copies, 1/6 








To Our Readers 





The year closes on a grim note. In a season dedicated to peace 
on earth and goodwill towards all men, we find ourselves once 
more at war. At the time of the year when we are wont to direct 
our thoughts hopefully to the future and to follow the old and 
pleasant custom of wishing each other happiness and prosperity, 
the immediate prospect is one of long and bitter struggle and 
colossal economic waste of material and effort. 

In such circumstances, it seems almost a mockery to speak of a 
Happy and Prosperous New Year. But hope springs eternal, 
and it is well to remember that freedom of thought and conscience 
are priceless possessions which are worth fighting and paying for. 
In this spirit, Australians will not flinch from the fight that lies 
ahead, and in this sense we may look forward with confidence to 
the realisation of our hopes for that greatest of all human victories 
—the triumph of liberty over the forces of oppression. 

In the conduct of the war, Australian accountants have already 
been called upon to render special services of the utmost value to 
the nation. As the war proceeds, the call is likely to become more 
and more urgent. We do not doubt that it will be eagerly 
fesponded to, as it has been in the mother country. 

In spite of the depressing influences which surround us, there- 
fore, we may still be permitted to express the hope—and indeed the 
firm belief—that the coming year will bring happiness to each and 
all of our readers in the sense that they and their colleagues will 
be doing their share in a worth-while job, and that it will at least 
bring appreciably nearer the time when once again war may be 
ended and the foundations laid for a return to peace and prosperity. 

So far as the Journal itself is concerned, we have been fortunate 
in the past year. War conditions have so far caused little em- 
barrassment, apart from the necessity for a slight reduction in the 
average monthly size of our issues. That reduction of size has left 
us at the end of the year with a large surplus of material which 
| we should have liked to have been able to use. 

We thank our contributors from all parts of Australia for the 
extraordinarily good support which they have given us, in both 
the quantity and quality of the articles submitted. We trust that 
they will pardon the unavoidably long delays in using their con- 
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tributions and will accept our assurance that we appreciate their 
support and will make use of it all at the earliest possible moment, 

We thank also the many readers who have encouraged and helped 
us by their expressions of appreciation of our efforts to maintain 
a high standard for The Australian Accountant, and by their 
helpful criticism. That criticism has been almost invariably of a 
constructive nature such as we are glad to receive, and to which we 
at all times are ready to give the fullest consideration. 





South Australian Companies 
UNcLAIMED Moneys 
By C. W. L. MvuEckE, F.1.c.A. 


It is generally considered that the disposal of unclaimed moneys 
is provided for in the Companies Act, but the Section dealing with 
the matter in the Companies Act applies only to unclaimed moneys 
in the hands of a liquidator, in which case, moneys unclaimed for 
six months must be paid to the Registrar of Companies. 

For the information of company secretaries and auditors, 
attention is drawn to the provisions of The Unclaimed Moneys Act 
1891 (South Australia) by which every company in South Aus- 
tralia is required to keep a register of unclaimed moneys exceeding 
five pounds in an account which has not been operated upon for 
six years. <A copy of such register shall be published annually in 
the Government Gazette. The register is subject to examination 
by the Treasurer at any time. The penalty for neglect shall not 
exceed £2 per day during the period of default. Such moneys 
shall include all principal and interest money, and all dividends, 
bonuses, profits and sums of money whatsoever which prior to 
the passing of the Act shall have been in the possession of any 
company for a period of six years or upwards and in respect 
whereof no claim shall have been made by the owner. 

After two years all unclaimed moneys, after deduction of 
expenses, must be paid to the Treasurer as public revenue, and in 
the event of any demand, the Treasurer may pay such moneys to 
the lawful owner, but will not be responsible to a subsequent 
claimant who would have recourse only against the first claimant 
who received the money. 
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National Service for Accountants 








Following the announcements appearing in our September and 
November issues, a communication has now been received from 
the Chief Military Finance Officer, intimating that it is the desire 
of the Department of the Army to ascertain what assistance would 
be available from members of Accountancy Institutes in imple- 
menting staffing arrangements in the District Accounts Offices in 
the various States, the Field Cash Office, and the Chief Pay- 
master’s Staff, if it was desired by the Army to make any addi- 
tional appointments from Institute members. 

Members who would be willing to accept Commissions as 
Officers, and members and students who would be willing to be 
enlisted as Warrant and Non-Commissioned Officers for full- 
time service, are requested to submit applications (in triplicate) 
to their respective State Registrars not later than December 22, 
1939, stating : 

(i) Full name. 

(ii) Date of birth. 

(iii) Professional qualifications and experience (briefly). 
(iv) Rank prepared to accept. 

(v) Military experience. 

(vi) Whether willing to accept appointment or enlistment 

for service in Australia or overseas if required. 

(vii) General physical condition. 


Where an application is submitted through more than one 
Institute that fact should be stated on the application, in order to 
avoid overlapping. 

The number of vacancies would be limited, and it should be 
clearly understood that the Department would not be committed 
to accept any of the applicants, and cannot say if any selected will 
be required to go abroad at any time. 

Applications received will be forwarded to the Department of 
the Army with the Institute’s recommendations. 

It is understood that the age limits for the respective ranks are 
as follow: 


Rank Service Abroad Service in Australia 
Major Under 40 years 35 to 55 years 
Captain a 35 to 50_—s—=”» 
Lieutenant ne oa 35 to 48 Ci, 
Warrant Officer ,, 40 ,, 35 to 40 _—s—=4y, 
Other Ranks a a 35 to 40 _s—="»", 


It may, however, be necessary to vary these limits if suitable 
personnel are not available within such limits. Applications may, 
therefore, be submitted by members and students who are above 
or below the ages above specified. 

The schedule of pay and allowances is set out hereunder. It 
is understood that seven days in the week are paid for. 
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Taxation Section 
Edited by J. A. L. Gunn, F.1.c.A, 


LossEs OF Previous YEARS 


Section 80 (1) of the Commonwealth Income Tax Assessment 
Act provides that a /oss shall be deemed to be incurred in any year 
when the allowable deductions (other than the concessional 
deductions and the deduction under S. 80) from the assessable 
income of that year exceed the sum of the assessable income and 
the net exempt income of that year, and the amount of the loss 
shall be deemed to be the amount of such excess. 

Section 80 (2) provides that so much of the losses incurred by 
a taxpayer in any of the four years next preceding the year of 
income as has not been allowed as a deduction from his income of 
any of those years shall be allowable as a deduction in accordance 
with certain provisions. 

Under the previous Commonwealth Act, a taxpayer, who in any 
year suffered a business loss or a loss on the sale of property, the 
profit on the sale of which would have been assessable, was per- 
mitted to carry that loss forward for a period not exceeding four 
years. 

Acting on the recommendation of the Royal Commission on 
Taxation provision was made in the present Commonwealth Act 
in order to allow a deduction of losses of previous years to all 
classes of taxpayers, including those in receipt of investment 
income. 

It will be remembered that the first year of income under the 
1936-39 Act is that commencing on July 1, 1935. 

The question arises as to what extent, if any, losses incurred in 
income years prior to income year commencing July 1, 1935, can 
be carried forward as a deduction in subsequent assessments. 

There are three views :-— 

(1) My own view was clearly expressed in The Income Tax 
Laws of Australia, where at pp. 532-3 the following example was 
deliberately given :— 

A’s income is derived from a block of flats. He is the sole 
support of his wife and one child under 16. 


Year ended June 30, 1935: 
Assessable Income— 





MARAIS SES, GIS ML AUUIION an Outnt allowance 


a 





= he WONG be made to officers appointed to the A.I.F. 


Rents (flats vacant during repairs) .. .. .. .. £516 
Deductions— 
Repairs and upkeep .. .. .. .. .. .. .. £200 
RI os cS aa ale ad Ao eh 140 
SRI bd 90 34 0 4 60 60 308 oe | 
— 620 
I as ac da oe 90 6 8a" Oe £104 





N.B.—The loss of £104 cannot be augmented by any concessional 
deductions (for this year, £50). 
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Year ended June 30, 1936: 


Assessable Income— 


| ROS i ae 
Deductions— 
Repairs and upkeep .. .. .. .. .. £20 
ee 140 
rere ee ee 
— £360 
Wife allowance .. .. 2s ss oe ce £50 
ee ee a 50 
— 100 
Loss of 1934-5 carried forward .. 104 
— 564 
286 
ee ere eee eee 
NE oe oo ke oo AR ODS RRR £54 


This example illustrates the contention that “losses” calculated 
in accordance with s. 80 of the 1936-9 Act incurred in any of the 
four years ended June 30, 1935, are capable of being carried 
forward as a deduction in the assessment for ircome year ended 
June 30, 1936. This is based on the contention that s. 80 (2) 
simply means what it says, i.e., that so much of the losses (calcula- 
ted in accordance with s. 80 (1)) incurred by a taxpayer in any 
of the four years next preceding the year of income . . . shall be 
allowable as a deduction. 

(2) The Federal Commissioner’s view, as I understand it, is 
that s. 80 of the present Act does not apply to income derived in 
any year prior to that ended June 30, 1936, and losses sustained 
in any such prior year must be ascertained in accordance with the 
provisions of the Act applicable to that particular year. There- 
fore, only unrecouped business losses or deductible losses on the 
sale of property, incurred in any of the four years ended June 30, 
1935, are allowable deductions in an assessment in respect of 
income derived during year ended June 30, 1936, and of any sub- 
sequent year to the extent provided by s. 80 (2) of the present 
Act. 

I understand that the Commissioner relies on s. 2 of the present 
Act which provides as follows: 

“The Acts specified in the first column of the Schedule to this 
Act are repealed to the extent respectively specified in the second 
column of that Schedule: 

“Provided that the Acts and parts of Acts repealed by this Act 
and any regulations made under the Acts or parts so repealed and 
in force immediately prior to the commencement of this Act, and 
any Act relating to income tax which was in force prior to the 
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commencement of the Acts so repealed, shall, subject to this Act, 
continue, and be deemed to have at all times continued, in force 
for all purposes in connexion with income tax payable for any 
fnancial year prior to that commencing on the first day of July, 
One thousand nine hundred and thirty-six.” 

I fail to see what bearing s. 2 has on the problem because the 
proviso thereto applies only to “income tax payable for any 
financial year prior to that commencing on July 1, 1936.” The 
assessments, the subject of this article, are for subsequent financial 
years. 

(3) The Board of Review has held in a recent case that no 
losses incurred prior to July 1, 1935 (or commencement of sub- 
stituted accounting period) are deductible in assessments under 
the present Act. In the case which came before the Board, the 
appellant taxpayer had claimed as a business loss expenditure on 
wire netting for which a deduction was allowable under s. 23 
(1A) of the 1922-1934 Act. The Commissioner refused to admit 
that such expenditure represented a business loss for the purpose 
of s. 26 of the previous Act. The following is a copy of the 
Board’s decision : 


The only losses which are deductible under Section 80 are losses cal- 
culated in accordance with the definition in sub-section (1) of that section. 
What the taxpayer is claiming is that a loss calculated under the previous 
Act shall be treated as a loss for the purpose of the 1936 Act. This 
obviously cannot be done, because the two Acts differ in their methods of 
calculating losses. For instance, Section 80 distinguishes between “allow- 
able deductions” and “concessional deductions” whereas there is no such 
distinction in the 1922-34 Act. Another difference between the two 
enactments is that Section 80 is not limited—as was Section 26 of the 
previous Act—to losses made in carrying on a business and losses made 
upon the sale of any property the profits (if any) from which would have 
been assessable as income. 

The position, in brief, is that application of the provision of one Act 
might show a loss where in similar circumstances there would not be a 
loss for the purposes of the other Act. 

Apart, however, from the difficulty created by the differences between 
the present Act and the previous Act, the simple fact remains that the 
1922-1934 Act, although continued in force for all purposes in connection 
with income tax payable for any financial year prior to that commencing on 
the Ist July, 1936, has no application for the purpose of calculating income 
tax for that or any subsequent financial year. 

Neither can the provisions of the 1936 Act be applied for the purpose of 
ascertaining the assessable income of the year ended 30th June, 1935, or the 
deductions to be made therefrom. And since a loss under Section 80 of 
that Act merely represents the amount by which the allowable deductions 
exceed the assessable income and the net exempt income, it follows that a 
loss in any year prior to the year of income ended 30th June, 1936, cannot be 
established by reference to the provisions of the 1936 Act. 

We do not think that Section 80 of the Income Tax Assessment Act, 
1936, gives any authority for the deduction of a loss made in the year 
ended June 30, 1935, or any prior year. 


No difficulty appears to have occurred to the framers of the new 
State Acts in applying the revelant sections of the new Acts to 
losses incurred prior to July 1, 1935. 
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DEC. 


The Act urgently requires amendment to give effect to the 
decision of the legislature, so as to place beyond any doubt that 
any unrecouped “loss,” whether in deriving business, investment 
or other income, incurred prior to July 1, 1935, is an allowable 
deduction under the present Act. Alternatively, if the Commis. 
sion’s view is to prevail, the assessments issued and to be issued, 
should be validated by the legislature. 

According to information received by the President of the Tax- 
payers’ Association of New South Wales from the Acting Com- 
monwealth Treasurer, although the Board of Review interpreted 
the provisions of s. 80 differently from the Commissioner, the 
latter has not followed the Board’s interpretation but has continued 
to apply his interpretation as set out above. For this reason it is 
proposed not to amend the Act. 

A dangerous situation could easily arise if the Commissioner is 
permitted to disregard the decisions of the Board. In the present 
case, I believe the Commissioner’s viewpoint to be quite incorrect, 
and although it is in favour of the taxpayer, the next time it may 
well be against him. 





CoMMONWEALTH Crown v. STATE Crown 
Priority in Winding up of Company 

On October 16, 1939, the New South Wales Full Court gave 
judgment in a case raising the question of the priority of Common- 
wealth and State taxation claims in the winding-up of a company. 

The company was indebted to the Commonwealth for the sum 
of £3,116/4/10 income tax, £48/4/10 sales tax, and £22/15/4 
telephone service; and it was indebted to the State of New South 
Wales for the sum of £3,033/3/3 income tax. The company’s 
total assets were worth approximately £2,700. The questions for 
determination were whether these debts should be paid pari passu 
out of the deficient fund, or whether any, and, if so, which of them, 
should be paid in priority to others. 

The Full Court held (by majority) that all the Crown debts set 
out above should be paid rateably pari passu. In re E. O. Farley 
Ltd. (not yet reported). 

“One of the well-established prerogatives of the King is stated 
in the ancient rule that where the Crown’s right and that of a 
subject meet at one and the same time, that of the Crown is 
generally preferred. This prerogative is material only when the 
fund from which payment is sought is insufficient to meet all the 
claims upon it. In such a case, the rule, unless it has been qualified 
by some statute, applies to give priority to all debts owing to the 
King irrespectively of the Treasury into which the money may 
have to be paid. If the fund is insufficient to pay all debts owing 
to the King, the various amounts owing to him abate pari passu 
irrespectively of their destinations. In the present case, in the 
absence of some operative statutory provision, all the Crown debts 
here in question are entitled to priority over the debts of ordinary 
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creditors, but are entitled tu no priority inter se, and hence should 
be paid rateably out of the deficient fund,” per Jordan C.J. 





SHARES ALLOTTED AS REMUNERATION 

The following is an extract from The Income Tax Payer, Lon- 
don, of February 1939: 

“It is a well established principle of income tax law, based on 
various decisions in the courts, that a receipt in money’s worth or 
that which can be turned into money, from a source within the 
charge to income tax, is to be assessed on the person entitled 
thereto on the basis of its realisable cash value at the date of its 
receipt. 

“Shares in a company which have been allotted for services 
rendered would, therefore, be assessable on their cash value at 
the date of their allotment, which value may be more or less than 
their par or nominal value. If that value cannot be agreed between 
the revenue and the taxpayer it would have to be determined by 
the Appeal Commissioners on any evidence available, such as 
a stock exchange quotation, or a certificate from the secretary of 
the company as to the price at which any shares had been recently 
transferred in the company’s register of shares, or an examination 
of the company’s balance sheet.” 

The Australian Acts (Com. s. 21; N.S.W., s. 14; Vic., s. 12; 
Qld., s. 11; S.A., s. 22; W.A., s. 13; Tas., s. 26) specifically pro- 
vide that where, upon any transaction, any consideration is paid or 
given otherwise than in cash, the money value of that consideration 
shall, for the purposes of the Act, be deemed to have been paid or 
given. 

It has been held by the English Courts (Weight v. Salmon 
(1935) 19 Tax Cas. 174) that where a director of a company 
was given the right to take up unissued shares at par value, which 
was less than the current market value, the difference between 
those values was assessable income of the director. It has also 
been held by the English Courts (Lowry v. Consolidated African 
Selection Trust Ltd. [1939] 1 All E.R. 353) that the difference 
is an allowable deduction to the company. 

The above notes deal with the case of remuneration for services 
rendered. A further question arises—What is the position where 
the consideration is for services to be rendered? For example, a 
person enters into an agreement whereby he agrees to become an 
officer of a company for a term of years. The company agrees to 
pay him a specified remuneration and to allot him forthwith a 
specified number of shares. Although this is a common class of 
transaction, I do not know of any decision of the courts as to 
whether or not the value of the shares is assessable income of the 
recipient. 

“The word ‘income’ is not a term of art, and what forms of 
receipts are comprehended within it, and what principles are to be 
applied to ascertain how much of those receipts ought to be 
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treated as income, must be determined in accordance with the 
ordinary concepts and usages of mankind, except insofar as the 
statute states or indicates an intention that receipts which are 
not income in ordinary parlance are to be treated as income, or 
that special rules are to be applied for arriving at the taxable 
amount of receipts: Att.-Gen. of British Columbia v. Ostrum, 
[1904] A.C. at p. 147; Lambe v. I. R. Comrs. [1934] 1 K.B., 
pp. 182-3 (per Jordan C. J. in Scott v. C. of T. (N.S.W.) (1935) 
35 S.R. (N.S.W.) 215, at p. 219; 3 A.T.D. 142). 

I am of opinion that the value of the shares is income “in 
accordance with the ordinary concepts and usages of mankind.” 





THE EjyuspEM GENERIS PRINCIPLE 

Where in a statute particular classes are specified by name, 
followed by general words, the meaning of the general words is 
generally cut down by reference to the particular words, and the 
general words are taken to apply to those ejusdem generis (of the 
same kind or nature) with the particular classes. 

An example of this principle is to be found in Attorney-General 
v. Brown [1920] 1 K.B. 773. Section 43 of the English Customs 
Consolidation Act, 1876, provides that “the importation of arms, 
ammunition, gunpowder, or any other goods may be prohibited by 
Proclamation or Order in Council.”” A Proclamation was issued 
prohibiting the importation of chemicals, excep: under licence. 
It was held that the ejusdem generis principle was applicable. 
That is to say, s. 43 referred only to arms, etc., or any other goods 
of the same kind or nature as arms, etc. Chemicals were held not 
to be goods of the same kind or nature as arms, etc., and the 
Proclamation was, therefore, invalid. 

There is a recent taxation decision of the Privy Council on the 
subject. 

The appellant company was incorporated under a private Act, 
deemed to be a public Act, for the purpose of supplying electricity 
to certain towns in Newfoundland. Section 30 provided that: 
“The company shall be liable for water rates on all lands and 
buildings owned by it in the aforesaid towns, but otherwise the 
company shall be exempt from taxation.” The company was 
assessed to income tax for the years 1929 to 1934 on the assumption 
that the word “taxation” in the above section referred only to 
local taxation and did not include income tax. At the date of the 
passing of the Act there was no income tax in Newfoundland. 
Held, that the ejusdem generis rule did not apply and that as there 
was nothing in the context or purpose of the Act which would 
confine the exemption to local taxes, the assessments to income 
tax should be disallowed. United Towns Electric Co. Ltd. v. Al- 
torney-General (1939) 55 T.L.R., 382. 

The following are extracts from the judgment of the Privy 
Council : 


Their Lordships regret that they are unable to agree with the reasoning 
of the Supreme Court. In their opinion, there is no room for the application 
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of the principle of ejusdem generis in the absence of any mention of a genus, 
since the mention of a single species, for example, water rates, does not 
constitute a genus. 

It is to be remembered that the Act of 1902 was declared to be a public 
Act, and the exemption was granted by the national taxing authority, and 
there is no reason, apart from any qualifying context, to restrict the mean- 
ing of the term “taxation” to taxes then existing, as was stated by Lord 
Haldane in Associated Newspapers Ltd. v. City of London Corporation 
[1916] 2 A.C. 429, at p. 442): “I think that from the context and purpose 
with which it is ‘introduced, the expression ‘taxes’ means local and not 
Imperial taxes, and that the exemption is confined to these. But subject 
to this it appears to me that the words used by the Legislature are not 
ambiguous. They occur in a public Act, and extend in terms to ‘all taxes 
and assessments whatsoever,’ and the natural meaning seems to me to 
include local taxes and assessments, whether then existing or thereafter to 
be imposed. No doubt the Legislature could, by a subsequent Act, have 
repealed or altered the exemption.” 

In the present case there is, in their Lordships’ opinion, nothing in the 
context or purpose of the Act which would confine the exemption to local 
taxes, but Lord Haldane’s statement of the natural meaning of the term is 
equally applicable: Pole-Carew v. Craddock [1920] 3 K.B. 109, at p. 123. 





ProFrit oN Goops IMPoRTED INTO AUSTRALIA 
Section 38 of the Commonwealth Income Tax Assessment 

Act provides that where goods, manufactured out of Australia, are 
imported into Australia and are sold in this country by the manu- 
facturer, the profit deemed to be derived in Australia from the 
sale is to be ascertained in the following manner: 

Se GE MED nc os 4. oe be du d0 oe Oe £A 

Less 

Wholesale price in country of manufacture 

at date of shipment .. .. .. .. .. £A 
Expenses incurred in transporting goods to 


and selling them in Australia 
— £A 


Profit deemed to be derived in Australia .. .. £A 


Section 39 provides that where goods which are imported into 
Australia are sold here by a person who is not the manufacturer, 
the profit deemed to be derived in Australia from the sale is to be 
ascertained in the following manner: 


nN COUN Wie. Seances wk. a were £A 
Less 
Actual purchase price .. .. .......... #A 
Transport and selling expenses... .. .. .. £A 

— £A 
Profit deemed to be derived in Australia .. .. £A_ 


Section 43 provides that the assessable income of a taxpayer 
shall include any profit derived by him in the year of income which, 
under the provisions of sub-division C, is derived or deemed to be 
derived in Australia, and the proceeds of any sale to which the 
sub-division applies shall not otherwise be included in his assess- 
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able income. The section goes on to say that no amount taken 
into account in ascertaining any such profit, and no expenditure 
incurred directly or indirectly in or in relation to any such sale, 
shall be an allowable deduction. 

The position is quite clear where the application of the above 
formule results in a “profit,” but sub-division C is silent on the 
point when a “loss” emerges. This is of practical importance 
where the taxpayer concerned derives other assessable income 
from Australian sources, such as royalties, interest, and dividends, 
Can a “loss” ascertained in accordance with the formule be de- 
ducted from other assessable income derived by the taxpayer? 

My own opinion is that s. 43 precludes any excess of expenditure 
from being an allowable deduction from other assessable income. 
To state the position in another way, s. 43 applies in all cases of 
sales coming within the ambit of ss. 38 and 39, whether the 
application of the formule provided by those sections produces 
some profit or no profit. 

There is the following argument against my view: Sub-division 
C applies only where the sales result in a profit; otherwise the 
general provisions of the law apply. First of all, the actual gross 
profit would be assessable only if it were derived from services in 
Australia. If the gross profit is assessable, the taxpayer is 
entitled to the deductions specified in the Act. With great respect, 
and some diffidence, I think that s. 43 applies whztever the result, 
and that “no expenditure (including the cost of the goods) in- 
curred directly or indirectly in or in relation to any such sale 
(i.e., a sale made in the circumstances specified by ss. 38 and 39), 
shall be an allowable deduction.” 

It has also been suggested that s. 52 is applicable. This section 
provides that any loss incurred by a taxpayer in the year of income 
upon the sale of any property or from the carrying on or carrying 
out of any undertaking or scheme, the profit (if any) from which 
sale, undertaking or scheme, would have been included in his 
assessable income, shall be an allowable deduction. With no 
respect whatever, I am unable to agree that s. 52 has any applica- 
tion whatever to a sale which comes within the ambit of sub- 
division C. 

The next question is—What was the real intention of the 
Legislature? In this connexion it should be observed that a 
section, No. 51, contained in the corresponding sub-division of the 
New South Wales Act provides as follows: 

Where in the year of income a taxpayer incurs a loss in a business or 
transaction of such a nature that had the business or transaction yielded 
a profit or net income the whole or part of that profit or net income would, 
under this sub-division, have been included in his assessable income, the 
whole or part of that loss shall, to a corresponding extent, be an allowable 
deduction. 

Section 28 (21) of the Queensland Act is identical with s. 51 
of the New South Wales Act, and s. 51 of the South Australian 


Act is practically the same. 
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Was the omission of a similar section in the Commonwealth 
Act deliberate or accidental? I am unable to supply the answer. 
Justice and uniformity seem to require that a section similar to 
s. 51 of the New South Wales Act should be included in the 
Acts of the Commonwealth, Victoria, Western Australia and 


Tasmania. 





N.S.W. UNEMPLOYMENT ReELieF Tax 

Military Pay and Supplementary Pay Given by Employers. 

The N.S.W. Commissioner of Taxation has furnished to the 
N.S.W. Taxpayers’ Association the following rulings on questions 
submitted by the Association : 

Question: Are members of the Militia and/or Military Forces 
liable to unemployment relief tax on their pay? 

Ruling: Members of the Militia and/or Military Forces are 
liable to unemployment relief tax on their pay. 

Question: Where an employer pays to an employee engaged on 
military training the difference between military pay and civil 
pay, is this supplementary remuneration subject to unemployment 
relief tax? If so, on what basis should the employer deduct tax, 
i¢., on the amount of supplementary pay only or on the aggregate 
of such pay plus military pay? 

Ruling: Where an employer makes up the difference between 
wages and military pay, tax is payable only on the amount paid by 
the employer if such amount is taxable. Example: Wages, £5/16/-, 
military pay £2/16/-, paid by employer, £3—tax, 1/9. 

Question: Where the supplementary pay is less than £4/4/- 
per week and the employee has a dependant, should the exemption 
of sub-section (1) (i) of section 10 of the Management Act be 
recognised ? 

Ruling: Where the supplementary pay is less than £4/4/- per 
week, and the employee has a dependant, an exemption from the 
payment of tax is allowable provided a completed Wages Tax 
Declaration Form W.T. 16. has been handed to the employer. 





New Soutn Wates INcomMeE Tax 
The 1936 New South Wales Rates Act has been replaced by a 
new Rates Act, viz., the Income Tax Act, 1939, which first applies 
to taxable income derived during year ended June 30, 1939 (or 
ubstituted accounting period). 


Increase in Rates Payable By Individuals 
Under the previous Act, the rate fixed by the First Schedule 
was subject to a reduction of 15 per cent. Under the new Act, 
the reduction is 8 per cent. In other words, the net rate of tax 
tas been increased by nearly 84 per cent., viz.: 
85 :95 :: 100 : 108.235 


The new formula for taxable incomes up to £5,500 is as follows: 


a4 9 T.1.x3 





00 “-_— yo" 
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Increase in Rates Payable by Companies 
The flat rate of tax payable by companies has been increased 
from 2/3 to 2/6 in £. 
Super Tax 
A super tax of 1/- in £ has been imposed upon so much of the 
taxable income derived by any person, other than a company, as 
exceeds £2,000. 





Example— 
Taxable Income 

Personal Exertion ........ .... -- £2,000 

WO ok GS Aa GES8 be tw os 0k ke 

Total taxable income .. .. .. .. .. .. .. £4,500 

Less personal exertion allowance .. .. .. .. 400 

Remainder chargeable at property rate... .. £4,100 

£6,000 @ SO9ISE. te tw. .. «sos se see oO OC 
Super tax 1/- in £ on £2,500 (£4,500 - £2,000) = 125 0 0 
Total N.S.W. Income Tax payable .. .. .. .. .. #653 1 7 


Interest Paid By Company to Non-Resident 


The rate of tax payable by a company on interest paid by it to 
a non-resident remains unaltered at 1/6 in é. 





COMMONWEALTH INSTITUTE OF ACCOUNTANTS 
SUPPLEMENTARY FINAL EXAMINATION, OctToseEr, 1939 
FEDERAL INcoME Tax LAW AND PRACTICE 


Model Answers 


N.B.—The numbers in square brackets refer to the relevant 
paragraphs of Commonwealth Income Tax, by J. A. L. Gunn. 


Question 1: 

You are asked to advise on the following: 

A company registered in Australia and trading in Australia and 
overseas, with very large reserves, proposes to pay a substantial 
dividend in cash to its shareholders out of its ordinary trading 
profits (which have materially increased in recent years and are 
likely to remain at a very high figure) and out of a substantial 
accretion in the value of its warehouse and factory. 

What will be the liability to shareholders as far as Federal 
Income Tax is concerned if such project is carried out? Directing 
your attention more particularly to the shareholders’ liability to 
Federal Income Tax, what course would you suggest for the 
consideration of the directors to minimise such liability? 

Answer 1: 

If the company carries out its intention the whole of the dividends 

will be assessable in the hands of resident shareholders [107]. 
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Non-resident shareholders will be assessable to the extent to which 
the dividends are paid out of profits derived by the company from 
sources in Australia [108]. The dividends are subject to rebate 
(117]. 

So as to enable the shareholders to derive the maximum benefit 
provided by Com. s. 44 (2) (b) [110], the directors will be advised 
to declare and distribute two separate dividends as follows: 

(1) Distribution of bonus shares out of profits derived wholly 

and exclusively from— 

(a) The re-valuation of assets (warehouse and factory) 
not acquired for purpose of re-sale at a profit [113]. 

(b) Non-assessable ex Australian income, if such is 
derived by the company [111]. 

(2) Cash dividend out of assessable Australian and ex-Aus- 

tralian income. 

The distribution of bonus shares will be exempt in the hands 
of the shareholders and only the cash dividend will be subject to 
tax in their hands. 

Alternatively, three separate dividends could be declared— 

(1) Distribution of bonus shares out of profits derived from 

revaluation of assets. 

(2) Cash distributed out of non-assessable ex-Australian 

income. . 

(3) Cash distributed out of assessable Australian and ex-Aus- 

tralian income. 

The first two dividends will be exempt and the third dividend 
will be assessable. The only difference is that under the alterna- 
tive plan, the non-assessable ex-Australian income may be dis- 
tributed in cash. 

Question 2: 

A taxpayer who has two children, a godchild and a sister 
dependent on him, desires to know whether he can claim any 
allowance for them in his Federal Income Tax return. 

Advise him fully, giving the provisions of the Federal Income 
Tax Assessment Act supporting your advice. 

Answer 2: 

Two children and godchild: An allowance of £50 is made to a 
taxpayer who is resident of Australia in respect of each child who 
(1) is resident of Australia; (2) is under 16 years at beginning 
of year of income; and (3) is wholly maintained by taxpaver. 
The child need not be a child or any other relation of the taxpayer, 
579 (b) [191]. 

Sister: The taxpayer must be a widower or widow [supp. 190] 
who is a resident. The relative must (a) be a female; (b) have 
the care of the taxpayer’s child or children under 16 years; (c) 
tea resident of Australia: and (d) be wholly maintained by the 
axpayer. The relative is deemed to be wholly maintained if her 
parate net income from all sources in the year of income does 
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not exceed £50 and the taxpayer contributes to the maintenance 
of the relative. 

If these conditions are satisfied the taxpayer is entitled to a 
dependant relative allowance of £50, s. 79 (a) [190]. 


Question 3: 

A taxpayer invests in industrial and mining companies of 
various descriptions in Australia, Papua and Mandated Territory 
of New Guinea. In that connection he pays application and 
allotment moneys and calls on shares. 

Advise him fully as to his position with regard to these pay- 
ments for Federal Income Tax purposes. 


Answer 3: 

The taxpayer is entitled to a deduction of calls paid in the year 
of income to an extent not exceeding the net income on shares in 
mining companies or syndicates carrying on mining operations in 
Australia for gold, silver, base metals, rare minerals or oils, or in 
any company carrying on afforestation in Australia as its principal 
business. (s. 78 (1) (d)) [157]. Application and allotment 
moneys are not calls and are not, therefore, deductible. Australia 
includes Papua but not the Mandated Territory of New Guinea 
s. 6. Deductible calls are allowable firstly from personal exertion 
income, next from income from property other than dividends, and 
lastly from income from dividends, s. 50 (c) [122]. 


Question 4: 
There are certain deductions allowable to co-operative companies 
which are peculiar to them. Describe them. 


Answer 4: 

The deductions referred to are as follows: 

(a) Distributions to shareholders as rebate or bonuses based 
on business done by them with the company [272] and 
[273]. 

(b) Distributions to shareholders as interest or dividends on 
shares [272] and [274]. 

(c) In the case of a company having as its primary object the 
acquisition of commodities or animals from its share- 
holders for disposal or distribution, so much of the assess- 
able income as is applied by the company towards the re- 
payment of any moneys loaned to it by the Commonwealth 
or State Government to enable the company to acquire 
assets which are required for the purpose of carrying on 
the business or to pay that Government for assets s0 
required which the company has taken over from that 
Government. 

The deduction under (c) shall not be allowed unless 
shares representing not less than 90 per cent. of the paid 
up capital are held by persons who supply the company 
with the commodities or animals which it requires for its 
business, s. 120 (1) [272]. 
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Question 5: 

A taxpayer shows as his taxable income the sum of £3,000 for 
the year ended June 30, 1938. Included in this is £2,000 which 
he has received as director’s fees from a private company. The 
Commissioner, however, considers that £1,000 is a reasonable 
amount for these fees. The net profit shown by the company, 
after charging the director’s fees (£2,000) is £8,000. 

What is the Federal Income Tax payable by the taxpayer and 
by the company? Show workings. 

For the purpose of the question, the tax of the director can be 
based on the following : 














Net Income Personal Exertion Property 
£1,000 8d. in £ 1/3 in £ 
£2,000 Le « - — 
£3,000 Rat tab de ./ 
Answer 5: 
Personal 
Director Exertion Dividends Property Total 
Director’s Fees .. .. .. £1,000 £1,000 
Portion of Director’s fees dis-. 
allowed, treated as divi- 
dends [260] . se —— £1,000 ~— _ £1,000 
Other income assumed to be 
Personal Exertion income £1,000 £1,000 
£2,000 £1,000 —— _ £3,000 





Assessment of Director 

Income from Personal E-xertion: £2,000 at 1/7 

(rate applicable to total taxable income of £3,000) £158 6 8 
Income from Dividends: £1,000 at 3/4 

(rate applicable to total taxable in- 

come of £3,000) .. .. .. £16613 4 
Less: Dividend rebate £1 000 at 13-8d. 

in £ (being company rate of tax for 


year of tax, 1938-39) .. .. .. .. 57 10 0 
—————_ 109 3 4 
MSs st x ea i ee” Ee 
Assessment of Company 
Net Income as per Return .. .. .. .. .. £8, 
Director’s fees disallowed .. .. .. .. .. 1,000 
ee ae ee ee ee £9,000 — 
Rate of tax for 1938-39, 13-8d. Tax ........ £51710 0 


N.B.—The company rate for year of tax 1939-40 has been 
increased to 2/- in £. 























THE AUSTRALIAN ACCOUNTANT DEC. 





306 


Question 6: 

A storekeeper resident in Darwin who has been in business for 
many years in the Northern Territory is thinking of appointing 
a local manager of his affairs and leaving that town and per- 
manently residing is Brisbane. His chief income is derived from 
his store, a farm, a tin mine, and the business of a timber 
merchant. 

Compare his position in respect to Federal Income Tax should 
he carry out his intention with his responsibilities in the event of 
his deciding to remain in Darwin. To what date would any such 
differences be applicable? 


Answer 6: 

Should he continue to reside in Darwin the income derived from 
his farm and mine will be exempt from tax, s. 23 (m), but he will 
be assessable on the income of his store and business as a timber 
merchant [65]. 

If he abandons his Darwin residence and permanently resides in 
Brisbane, he will lose the benefit of the above exemption, s. 23 
(m) [65]. The exemption continues until July 1, 1947. (See 
1938 Act and [supp. 65]). 


Question 7: 

Certain provisions are made in the Federal Income Tax Assess- 
ment Act in respect of releasing a taxpayer from his liability to 
pay tax in cases of hardship. Describe them. 


Answer 7: 

Where it is shown to the satisfaction of a Board consisting of 
the Commissioner, Secretary to Treasury, and Comptroller-General 
of Customs or such substitutes as the Minister appoints from time 
to time that— 

(a) A taxpayer has suffered such a loss or is in such circum- 
stances or— 

(b). Owing to the death of a person, who, if he had lived, 
would have been liable to pay tax, the dependants of that 
person are in such circumstances, 

that exaction of the full amount of tax will entail serious hard- 
ship, the Board may release the taxpayer or trustee of the estate 
wholly or in part from liability, and the Commissioner may make 
such entries and alterations in the assessment as are necessary for 
that purpose. 

The Commissioner or his substitute shall be chairman, and the 
decision of the majority shall prevail. 

If the application is for not less than £500. the Board shall, and 
if the application is for less than £500, the Board may. refer the 
application to a member of the Board of Review and shall notify 
the applicant in writing of having done so. The applicant mav 
appear before the member of Board of Review or may be required 
to appear either in person or by a representative, and the member 
may examine the applicant or his representative upon oath. The 
member shall be assisted in his examination by an officer of the 
Taxation Department who is a qualified accountant. 
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The member of the Board may permit the taxpayer to be assisted 
at the examination. The member of the Board shall submit a 
report to the Hardships Board and shall draw attention to any 
facts which have particular bearing upon the application, s. 265 
[420]. 

Question 8: 

Define in terms of the Federal Income Tax Assessment Act any 
four of the following— 

Assessable income of a taxpayer. 

Year of tax. 

Year of income. 

Trustee. 

Net income of a trust estate. 

Nominee (in respect of private companies). 


Answer 8: 
Assessable income of a taxpayer shall include— 
(a) Where the taxpayer is a resident, the gross income derived 
directly or indirectly from all sources whether in or out of 
Australia [19]; and 
(b) Where the taxpayer is a non-resident the gross income 
derived directly or indirectly from all sources in Australia 
[22], 
which is not exempt income, s. 25. 

Year of tax means the financial year for which income tax is 
levied, s. 6 [6]. 

Year of income means (a) the financial year next preceding the 
year of tax or (b) the accounting period, if any, adopted under 
the Act in lieu of that financial year, s. 6 [6]. 

Trustee, in addition to any person appointed or constituted 
trustee by the act, of parties, by order or declaration of a court, or 
by operation of law, includes (a) an executor, administrator, 
guardian, committee, receiver or liquidator [369], and (b) every 
person having or taking upon himself the administration or control 
of income affected by any express or implied trust or acting in any 
fiduciary capacity or having the possession, control or management 
of the income of a person under any legal or other disability, s. 6 
[235]. 

Net income of a trust estate means the total assessable income of 
the trust estate calculated as if the trustee were a taxpayer in 
respect of that income, less all allowable deductions (a) except 
concessional deductions [188] and the statutory exemption [196] ; 
and (b) except also in respect of any beneficiary who has no 
beneficial interest in the corpus of the trust estate or in respect of 
any life tenant, the deduction of such of the losses of previous 
years as are required to be met out of corpus, s. 95 [239]. 

Nominee (in respect of private companies) means one who may 
be required to exercise his voting power at the direction of, or 
holds shares directly or indirectly on behalf of, that person 
and includes a relative of that person, s. 103 (1) [249]. 
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Can a Tax be a Good Tax? 
By A. Ciunies Ross 


Towards the end of the eighteenth century, a Scotchman called 
Adam Smith wrote what has since become one of the classics of 
economic literature. He called it An Inquiry Into the Nature and 
Causes of the Wealth of Nations; in my edition, the inquiry 
covers 750 pages of close type, and in general, I have treated it 
like most people treat the classics—as an ornament for the book- 
shelves. He makes, however, a number of statements regarding 
taxation that are as much worth examination to-day as they were 
when he wrote them; they are maxims or “canons” by which, he 
suggested, it is possible to decide whether any particular tax was 
good or bad. You may object that all taxes are bad in the same 
way as some people aver that all beer is good—even these last will 
admit that some beers are better than others. You may object 
also that, at that time, he did not have, for comparison, the great 
variety of taxes that have been thought up in the last 150 years. 
Certainly, no one had thought very carefully about income tax 
in our modern sense, but, what do you think of—poll tax (which 
went, in English history, back to the Plantagenets at least), receipts 
and bill stamps, probate taxes, spirit licences, window duties 
(£46/11/3 for 180 windows in one house), male servants in or 
out of livery (£18/7/6 if you had 7), carriages, pleasure horses, 
and armorial bearings? At least, you can see that he had some 
little experience, personal and historical, to go upon. 

It may be remarked that his name is curiously suitable: Adam 
was the father of all living, and Smiths were the first secondary 
producers—who produced, in spite of themselves, most of the 
economic problems associated with the wealth of nations. 

Let us look at his maxims—known respectively as the canons of 
Equality, Certaintv, Convenience and Economy. 

The first, Equality, reads: 

The subjects of every state ought to contribute towards the support of 
the government, as nearly as possible in proportion to their respective 
abilities ; that is, in proportion to the revenue which they respectively enioy 
under the protection of the state . . . In the observation or neglect of this 
maxim consists, what is called, the equality or inequality of taxation. 

It is of some little importance to Australians, and more especially 
to students of income taxation, because upon attempts to apply it 
practically, depend many of the complications of our laws on the 
subject. You see, Adam wants each citizen to contribute according 
to his “ability,” and implies that “ability” is proportionate to the 
“revenue” enjoyed. It is interesting to compare this canon with 
the remarks on the subject made by an Indian named Manu, who 
flourished, according to some authorities, about 1400 B.C. You 
would think that he would have had considerably fewer ideas 
about taxation than even Adam, but, as quoted in An Introduction 
to Public Finance by C. C. Plehn, he said: 
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Of the unequal partition of taxes, the necessary consequence is a greater 
quantity of suffering than the same amount of taxes would produce if more 
equally imposed, because the pain of the man who pays too much is out of 
all proportion greater than the pleasure of the man who pays too little. To 
make the burden of taxes equal, it should be made to press with equal 
severity upon every individual. This is not effected by a mere numerical 
proportion. The man who is taxed to the amount of one-tenth, and still 
more, the man who is taxed to the amount of one-fifth or one-half of an 
income of 100 rupees per annum, is taxed far more severely than the man 
who is taxed an equal proportion of an income of 1,000 rupees, and to a pro- 
digious bigness, more severely than the man who is taxed an equal pro- 
portion of 10,000 rupees per annum. 

Adam meant by “revenue,” rent, profits, and wages, which he 
called ‘“‘the three different sources of private income,” and he 
seems to imply that tax should be in proportion to revenue—that 
is, a “flat” rate of tax. It is improbable that he was so far from 
the more reasonable attitude of Manu, the translation of whose 
words, with its “prodigious bigness” sounds like an English much 
older than the eighteenth century. He is clearly indicating a 
sliding scale: that the rate of tax, not merely tax itself, shall 
increase with increase of income. Incidentally, don’t you like 
Manu’s picture of the man grinning all over his face because he 
has paid too little. There must have been some fraction of income 
that Indians considered to be just fair: neither too much, so paid 
with a groan; or too little, and so pushed into the Commissioner’s 
hand with a tip to buy a drink for himself. 

We shall return to this maxim later; just now we'll look at the 
others. Here is No. 2, Certainty: 

The tax which each individual is bound to pay, ought to be certain and 
not arbitrary. The time of payment, the manner of payment, the quantity 
to be paid ought all to be clear and plain to the contributor and to every 
other person. 

How do you think our taxes measure up? “Time of payment”— 

only fairly clear: my piece of income earned from writing this 
article will not be taxed till somewhere in 1941—and I’m no better 
than most of my neighbours in saving up in anticipation. “Manner 
of payment”—probably he is referring here to the possibility of 
paying otherwise than in cash. Some of the early English taxes 
were a money substitute for the services of a lord or of the men to 
be supplied by him for service. Tithes used to be paid in kind. 
Our authorities will accept cheques—not out of pure good nature. 
“Quantity to be paid”! There our income taxes don’t measure 
up at all well. It ought to be “clear and plain to the contributor 
and to every other person.” But is it? Listen to Adam’s tren- 
chant comment on this maxim: 
_ Where it is otherwise every person subject to the tax is put more or less 
in the power of the tax-gatherer, who can either aggravate the tax upon any 
obnoxious contributor or extort by the terror of such aggravation some 
present or perquisite to himself. The uncertainty of taxation encourages 
the insolence and favours the corruption of an order of men who are 
naturally unpopular even where they are neither insolent or corrupt. 


And we have rights of objection, boards of review, and appeals 
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to the High Court, just because we try to avoid being too much 
in the power of the Commissioner, as a consequence of the many 
difficulties associated with the calculation of the quantity. The 
Commissioner and his staff are no doubt only trying to do their 
duty, but, poor chaps, they are “naturally unpopular’! One must 
admit, however, that very seldom, if ever, do we hear that any 
of our examples of this “order of men” are either “insolent or 
corrupt,” even though we may suspect that they sometimes try to 
“aggravate the tax upon an obnoxious contributor.” And the 
moral of that is “don’t be obnoxious.” 

Adam follows the remark just quoted with “a very considerable 
degree of inequality, it appears, .... is not near so great an evil 
as a very small degree of uncertainty.” What do you think? 

Passing to No. 3, Convenience: 

“Every tax ought to be levied at the time or in the manner in which it is 
most likely to be convenient for the contributor to pay it. 

Compare and contrast under this heading such things as income 
and estate taxes with customs and entertainment taxes. Some of 
our authorities are adopting the instalment plan for income taxes— 
only about 150 years since Adam dropped his hint. He adds as a 
comment : 

Taxes upon such consumable goods as are articles of luxury are all 
finally paid by the consumer and generally in a manner that is very con- 
venient for him. 

But this is not so clear as the remarks of Montesquieu, a 
Frenchman, who wrote not long before the Scotchman: 

The duties felt least by the people are those on merchandise (he is con- 
trasting them with those on persons and on lands), because they are not 
demanded of them in form. They may be so prudently managed, that the 
people themselves shall hardly know they pay them. For this purpose, it 
is of the utmost consequence that the person who sells the merchandise 
should pay the duty. He is very sensible that he does not pay it for himself; 
and the consumer who pays it in the main, confounds it with the price. 
Some authors have observed that Nero had abolished the duty of the five 
and twentieth part arising from the sale of slaves: and yet he had only 
ordained that it should be paid by the seller instead of the purchaser; this 
regulation which left the impost entire, seemed nevertheless to suppress it. 
(Did you note the ancient 4% sales tax?) There are two states in Europe 
where there are very heavy imposts upon liquors; in one the brewer alone 
pays the duty, in the other it is levied indiscriminately upon all the con- 
sumers: in the first nobody feels the rigour of the impost, in the second it 
is looked upon as a grievance. In the former the subject is sensible only 
of the liberty he has of not paying, in the latter he feels only the necessity 
that compels him to pay. 

Farther, the obliging the consumer to pay, requires a perpetual rummaging 
and searching into their houses. Now, nothing is more contrary to liberty 
than this; and those who establish these sort of duties have not surely been 
so happy in this respect, as to hit upon the best method of administration. 

I have quoted Montesquieu at some length, partly because of 
the picture he paints of-a tax-gatherer wandering round the hotels 
seeing that every drinker pays his tax, and rummaging in cellars 
to see whether any odd bottle has been concealed. American 
bootlegging evidently had an ancient ancestry. And partly be- 
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cause of another suggested picture: that of our shops being filled 
with articles on which are clearly displayed not only the price 
to the seller, but also either the tax to be added by the buyer, or 
the amount of tax included in the price. Some of us would get 
a shock if we found out how much is painlessly extracted as part 
of our every-day purchases. 

Incidentally, the French author refers to “countries in which 
the duty exceeds seventeen or eighteen times the value of the 
commodity”! Our imported cigarettes pay more tax than the 
tobacco costs; do we “plainly see that we are dealt with in an un- 
reasonable manner; which renders them (us) most exquisitely 
sensible of their (our) slavish situation”? 

But let us return to Adam (I trust his shade forgives the 
familiarity). His last maxim is Economy: 

Every tax ought to be so contrived as both to take out and to keep out 
of the pockets of the people as little as possible over and above what it 
brings into the public treasury of the State. 

His expansion of this maxim is outspoken, but, in some respects, 
very much up-to-date: 

A tax may either take out or keep out of the pockets of the people a 
great deal more than it brings into the public treasury, in the four following 
ways: First, the levying of it may require a great number of officers, whose 
salaries may eat up the greater part of the produce of the tax, and whose 
perquisities may impose another additional tax on the people. 

Our income tax and customs staffs are not small, but Adam did 
not specifically mention the “perquisites” of taxation experts and 
landing agents who undoubtedly impose additional tax. 

Secondly, it may obstruct the industry of the people and discourage them 
from applying to certain branches of busiress which might give maintenance 
and employment to great multitudes. 


People have often said that of recent years, but you see it is not 
anew idea. Perhaps the British authorities saw the point; at 
least the development of new industries in the century after Adam 
wrote, was tremendous. 

Thirdly, by the forfeitures and other penalties which those unfortunate 
individuals incur who attempt unsuccessfully to evade the tax, it may 
frequently ruin them, and thereby put an end to the benefit which the com- 
munity might have received from the employment of their capitals . . 
The law, contrary to all the ordinary principles of justice, first creates the 
temptation, and then punishes those who yield to it; and it commonly en- 
hances the punishment too in proportion to the very circumstance which 
certainly ought to alleviate it; the temptation to commit the crime. 

Do we trace a sneaking (and not too sneaking, either) sympathy 
with the evader of taxes? And is the last sentence the foundation 
of one of Gilbert’s ballads where he points out that the stealing 
of a penny should be punished severely because temptation is small 
while, as to the forging of “a party’s will for £100,000, the tempta- 
tion being very great, the penalty should be nil.” Next time you 
attempt unsuccessfully to avoid payment of £1,000 in taxes, put 
up that plea. 
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Fourthly, by subjecting the people to the frequent visits and the 7. 
examination of the tax- -gatherers, it may expose them to much unnecessary 
trouble, vexation and oppression; and though vexation is not, strictly 
speaking, expense, it is certainly equivalent to the expense at which every man 
would be willing to redeem himself from it. 

Truly, vexation is not an expense, but have you ever struggled 
to get a somewhat unusual item through the customs? Poor 
chaps, they don’t want to vex you; they don’t even suggest you are 
trying to evade duty—but you may well have to pay good money 
for a “tonic” after an hour or two of saying the same thing half 
a dozen times. 

There are Adam’s maxims; later writers have added a few more, 
but his four have clearly covered most important points, and are 
quite modern. 

Practical Applications 

Let us see how they are applied in practice. I pointed out a 
page or two back that the endeavour to follow Adam’s No. 1 asa 
summary of Manu’s principle was the foundation of much of the 
difficulty associated with income tax legislation—in particular 
with that part of it which is so easily missed by students: the 
fixing of rates. They are to be so fixed as to provide that, if we 
imagine all the individual incomes in the community set out in a 
rank with the lowest on the left and the highest on the right, the 
proportion of each income taken as income tax is gradually to 
increase from left to right. To use the technical term: income 
tax rates are to be progressive. Montesquieu provides a simple 
example from ancient Athens: Those who drew 500 measures of 
liquid or dry fruit from their estates paid 60 minz to the public; 
300 measures, 30 mine; 200 measures, 10 mine; under 200, 
nothing. The example shows not only progressive rates but also 
the other principle; that, in his words, “whatsoever was necessary 
for nature ought not to be taxed”; in the words of our Acts, that 
there shall be a statutory exemption. 

Consider the problems that confront a Treasurer who wants to 
exempt whatever is necessary for nature and to impose a pro- 
gressive tax. He knows how much he wants to collect—say 
£2,000,000. He will get from his Statistician the total of the 
incomes the people earned last year—and are likely to earn next 
year ; say the estimate was £100,000,000. If the fixing of the rate 
were a mere matter of proportion, an income of £100 would pay 
£2 tax ; £500 pay £10, and so on; the flat rate would be 4°8d. per #1. 
But everybody earning below £200 (say) is to be exempted so 
that his next requirement is: how much of the £100,000,000 was 
earned by people under the limit? Assuming that statistics are 
available to say the amount is £10,000,000. Once more, if the 
calculation is simple proportion, each £1 of the income of people 
earning over £200 would pay 5-3d. If every income is to have 
“whatever is necessary for nature” exempted, the rate will have 
to be higher still. 
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Let us leave that last point for a while and look into the 
difficulties caused by departing from the flat rate system. If the 
tax is to be progressive, the Treasurer must make two decisions: 


(i) What the basic or minimum rate is to be. If the above 
figures are taken, the minimum can be less than 5-3d., but 
how much less? 

(ii) What the rate of increase of the rate is to be. If it is to 
increase steadily, the relation between incomes and rates of 
tax can be set out as a line such as (i) in figure 1—so we 
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can put it that the second decision to be made is what the 
slope of the tax is to be. Clearly, the steeper the slope, 
the greater the rate will be by the time any particular 
income (say £1,000) is reached; hence, we can also put 
this second decision as: what the maximum amount is that 
can be taken from his richest victim? 


The statistician can probably give him an idea of what is earned 
by the richest contributors (as Adam calls them) or taxpayers (to 
use the practical term of our Acts). The Treasurer knows that, 
if he takes too much, he will kill initiative and with it the goose 
that lays his largest eggs. Both decisions depend largely on 
political or economic considerations, and cannot be left to the 
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statistician, but he must be called upon for essential information. 
To produce a pure progression, the rate should increase a little 
for each extra £ of income, but it is practically impossible to 
discover how many people earn (say) £300, how many £301, £302, 
and so on. But the Treasurer may ask the statistician: can you 
tell me how many earn between £201 and £250, between £251 and 
£300, and so on? He will have in mind changing the rate every 
£50, as shown graphically by line (i) or (ii) in figure 1—line (ii) 
has twice the slope of line (i). 

If the statistician has the results of a fairly recent census at 
hand, and the draftsmen of the questionnaire had remembered 
to put in the necessary clause, the Treasurer will obtain a fairly 
exact answer. Then he could try out the results of various bases 
and various slopes; for example: 


(i) Start with 3d. and make the slope $d. per £50—this pro- 
duces (say) £1,500,000 tax, which is too little. 

(ii) Start with 6d, and change the slope to 4d. per £20—and so 
on, till he hits on one that just about fits. 


By the way, when looking at the lines in figure 1, note carefully 
that they show rates for each amount of income. Lines showing 
amount of tax on each amount of income when the slope of the 
rate is steady would be curves like those in figure 2—they are 
curves of the second degree, which we shall meet in a moment. 
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Obviously, the method of “trial and error” for fixing bases and 
slopes is not easy. When the Federal Treasurer first tried it, he 
was not without statistics, because State income taxes had been in 
force for some years. Nevertheless, he handed over the job to 
the Statistician, G. H. Knibbs. This gentleman, by training, did 
not like jerky curves, and decided that he could work out a slope 
or slopes along continuous lines, that is, fix a slope as an amount 
per £ increase. The slope will have to be a small fraction if it is 
to be continuous up to large incomes; otherwise, the rates for 
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for 


Mr. Knibbs arrived, 
personal exertion incomes, at a base rate of 3d. and a slope of 
3/800—up to £7,600—shown to £1800 by line (i) of figure 1. 
Most people would be only too pleased to have to worry about 
what happened after that, but it is interesting to note that at 
that point a change was introduced. The tax for each £ over 


them would be unreasonably high. 


that figure was “flat” at sixty pence. This meant that the slope 
line ceased to be straight; to find the rate for (say) £10,000, it is 
necessary to find the tax on £7,600, add 2400 times sixty pence 
and divide the total by 10,000. A series of such calculations 
shows that the slope line is no longer straight, but a gentle curve 
steadily approaching the maximum level but never reaching it. 
See figure 3, showing the straight lines to £3,700 and £6,900 re- 
spectively, and the curve up to £10,000. 
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The personal exertion formula was relatively simple, and 
possibly the Treasurer and the Members who passed the Act 
could see some reason for it, but, for property incomes, they let 
Mr. Knibbs have his head, and solemnly fixed the slope up to 
£546 at 1/181.058! Above £546 the total tax (not rate) increased 
continuously in curves of the second and third degrees. At the 


same time that that was thrown at taxpayers, one of the few men 
in Australia who could check the figures, the Professor of Mathe- 
matics in the University of Sydney, announced that the formule 
were incorrect. 


Nevertheless, “tax shall be levied and paid at 
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rates declared by the Parliament” to quote the words of the 
Assessment Act. 

The present Act gives a simpler formula, but has no less than 
three different slopes for property income, and after them a 
gentle curve that approaches, in its original form, the 90 pence 
level. The type of curve is shown in line (iii) of figure 1. The 
actual slopes were 1/100, 14/1000 and 23/2000. Why those 
slopes and why do they change just at £500, £1,500, and £3,700? 
Ask your Federal Member. 

You might ask him, too, whether he realises the importance of 
those small-type schedules at the end of some Acts. When the 
formulz were simplified in 1936, the slope for personal exertion 
was changed from 3/800 to 1/160 or 5/800, which meant that the 
rate of increase was increased by 67%. I wonder how many 
people noticed the change; no one seemed to object, so nothing in 
the way of a real explanation was given. 


Further Complexities 

I have referred to the well-known distinction between personal 
exertion and property income. Presumably, careful examination 
of old records would disclose who it was that first suggested that 
income earned by exertion of muscle or brain should be taxed less 
heavily that that earned by giving other people the means with 
which to use theirs. The principle does not seem to be based on 
any of Adam’s maxims, but it certainly complicates calculations 
and, as we have seen, has led to weird results in rates. To arrive 
at any figures, the statistician has to have figures, not only for total 
incomes earned by people on the various levels, but also for the 
amounts earned by each class of income on,those levels. 

Still another point about these rates: you would think that, 
when a Treasurer wants to extract more tax from the people he 
would work out quite a new slope, because if a certain maximum 
was all he should take, he has to reach it from a different base. 
The method adopted, however, is to multiply both base and slope 
by the same factor. Thus, line (ii) in figure 1 is line (i) multi- 
plied by 2; in other words, all rates are increased by 100%. In 
actual examples, the increases have been smaller, 10% or 15%, 
and some years ago there was a decrease! 

Another mystery connected with rates was noticed when, in the 
depression years, a special property income tax was imposed by 
the Commonwealth. It was absolutely “flat” and was accompanied 
by a flat exemption of £250. The principle of progression was 
thrown over entirely. This tax by itself tended to affect relatively 
small incomes “to a prodigious bigness” more severely than 
large incomes, but, when the other property taxes which had a 
fairly steep slope were taken into account, the total result was 
that large incomes were very heavily taxed. 

Bad enough are the complexities already mentioned in con- 
nection with the fixing of rates. Another was introduced by 
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someone’s brain-wave that the amount “necessary for nature” for 
a married man was less than it was for a single one. He persuaded 
Parliament to allow a married man to deduct an amount from his 
otherwise taxable income before arriving at a figure to which the 
declared rate was to be applied. The amount is not large, and does 
not seem to be based on any principle except that it’s a fair thing 
to give a married man some relief—‘“‘oh! let’s say £50.” It 
cannot really be pretended that, if £250 is necessary for nature for 
a single man or woman, £300 is enough when they join forces. 
The author of this arrangement knocked out the community’s 
total taxable income as many times £50 as there are married men— 
perhaps £1,000,000. Correspondingly, rates had to be increased 
if the same total tax was to be received. You, no doubt, remember 
that the authorities did not allow their sympathy with married 
men to go too far; they took back part of the concession; if “she” 
has a personal income above a certain minimum, “he” cannot 
claim the deduction. 

The effect on rates produced by the concession for “spouses” 
(draughtsmen bring in good old-fashioned English words at times; 
should the plural be “spice”?) is, of course, reinforced by the 
allowance for children and other concessional deductions—life 
insurance, medical expenses, etc. They all raise rates, including 
rates paid by the concessionaires themselves. The married man 
who deducts £50 from his income pays a fraction of a penny more 
on the rest of his income; he does not really get a full £50 effect. 

It may have been the realisation of the effects of concessions that 
led a clever Treasurer to say that people with big incomes might 
as well be asked to pay tax on the amount “necessary for nature.” 
So he told Parliament to pass a section reducing the “statutory 
exemption” as income rose. Once again, you might ask a Member 
how he decided to vote for a decrease of 1 in 8 (for instance) ? 
I have never been able quite to understand why concessional de- 
ductions do not fall off the same way. A rich man’s wife, no 
doubt, actually costs him more than a poor man’s, but so does his 
own existence. 

One possible source of tax was only once touched in Australia 
by the most rapacious of Treasurers. The statutory exemption is 
supposed to cover the amount necessary to keep things going, and 
its existence is one reason why expenditure on personal necessities 
is not deductible. But, obviously, the surplus left for things not 
necessities is greater in the case of a man who owns his home than 
in that of the man who pays rent. In the early days of Federal 
income tax, a taxpayer had to include as “notional” income 5% 
of the improved capital value of his home. This was later abolished. 
Ican only assume that the rental value of an owned home is not 
taxed because it is considered wise to encourage home ownership. 
If this is the reason, why don’t Treasurers point out what wise 
and good fellows they are? 

Still another question might be put to our expert legislators. 
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“Can you explain why income tax itself is not, as a general rule, 
deductible? It certainly reduces the surplus I have to spend on 
myself.” One answer which they might give is that if tax were 
deductible, receipts from tax would vary even more than they 
do already. To make the point clear, assume the rate is 5/- in the 
£. The tax on an income of £1,000 would be £250 in the first 
year, but only £188 in the second (that is, a quarter of £1,000 less 
the £250 tax) ; following years would demand £203, £199, £200— 
at which point the tax would become steady at £200, or one-fifth of 
the income instead of one-quarter, which was what was, by hypo- 
thesis, aimed at. See? The difficulty could be overcome by 
raising rates, but that is to be avoided if possible. 

Getting back to Adam (Eve merely looks on), we now see what 
troubles he caused by his maxim of “equality.” He was really 
comparing one tax with another; we have been thinking mainly of 
one—the one with which accountants are most directly concerned. 
To finish up with, a minute or two with another pair we know well: 
customs and excise. Are they “equal” or do they hit the rich or 
the poor unduly? 

The answer depends on what things Treasurers select for 
taxation—are they necessaries or luxuries? In old free-trade 
England, there were few customs or excise taxes, and they were 
imposed on such things as tea, fermented and spirituous liquors 
and tobacco—things that few people consider to be absolute 
necessities. Some would, of course, prefer to see such “revenue” 
taxes imposed on cosmetics and newspapers! In_ protectionist 
Australia, some necessaries, such as woollens, if imported, are 
taxed for the benefit of those engaged in home industries, while 
prices on butter and sugar include a high concealed tax. No 
doubt, the reasons for these taxes are good, but, are they equal? 
They are not, because the rich man cannot eat much more of either 
than the poor man. Certainly, sweets and nice cakes contain the 
taxed goods, but, none the less, the amount of tax paid is not in 
proportion of income; still less, in proportion to ability to pay. 

Thus, by maxim 1, income tax is a “better” tax than customs 
duties; by maxim 3, it is not as good. Try the comparison on 
the basis of maxims 2 and 4—and then examine such things as 
sales tax, entertainment tax and death duties by all four. You 
will find the examination quite interesting. 








Book Reviews 


Business Budgeting and Budgetary Control: Walter Scott: The 
Law Book Co. of Australasia Pty. Ltd., Sydney, 1939: Pp. vii + 
323: Price, 21/-. 

This is the first book written for Australian conditions on the 
most important and significant accounting development of the 
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twentieth century. Mr. Scott, who is the Director of the Post- 
Graduate course in Cost Accounting of the N.S.W. division of the 
Commonwealth Institute of Accountants, has done an excellent 
job. His treatment of the subject is thorough, ranging from 
Fixed Budgets to Multiple Budgets and Flexible Budgets and from 
the Principles of Budgeting to the use of Budgets for con- 
trol purposes, and the psychological aspects of budgetary installa- 
tion. It is practical, covering all phases from the organisation of 
a budgetary plan to the carrying out of a detailed budgetary pro- 
gramme; and it is well written and arranged and copiously illus- 
trated. 

There is an unfortunate tendency in Australia to think of bud- 
getary control as an ideal which can only be reached in the largest 
of large-scale plant, if indeed it is not one which is unattainable by 
mere Australians. Mr. Scott effectively disposes of these sup- 
posed objections to the adoption of the plan in Australian industry, 
and the last chapter in the book is devoted to an interesting treat- 
ment of the application of the plant to Australian conditions and 
the modifications necessary in small or medium-sized concerns. 
It is particularly interesting to notice that, though he thinks that 
“few concerns in Australia can afford to install a complete costing 
system of a type satisfactory to the expert,” yet he believes that 
not only is budgetary control under Australian conditions 
practicable, but that “once a commencement is made, providing 
that intelligent operation gives it a reasonable chance, it may 
speedily become indispensable.” 

This recognition of the damage that has resulted to Cost 
Accounting in Australia through attempts to introduce systems 
which are too big and too cumbersome for the undertaking, illus- 
trates the practical outlook which marks the book throughout, 
and which is particularly noticeable in his descriptions of the steps 
by which the various budgets are prepared and built up into the 
Master Budget and in the specimen forms, numbering more than 
10, which are suggested for various uses. 

Altogether, the book is a welcome demonstration of the ability 
of Australia to produce a text book on advanced accounting and 
business problems which will bear comparison with the best of 
the overseas productions, and which is, of course, of more direct 
practical use in Australia because of its regard for the peculiar 
circumstances of Australian industry. A. A. FitzcErRAL. 


Digest of War Legislation: M. C. Tenison Woods, General 
Editor: Butterworth & Co. (Aust.) Ltd.: Price, 31/6 per annum. 

The war has brought us an inevitable crop of emergency and 
extraordinary legislative measures by Statutes, Rules, and Regula- 
tions, Proclamations, Orders in Council and the like. These are 
bound to increase as time goes on, but already their volume and 
tange is, to the busy business man, accountant or lawyer, almost 
terrifying. A Digest of War Legislation has, therefore, become 
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an absolute necessity. Butterworth’s Service consists of a monthly 
issue including all new emergency measures, a cumulative index 
and annotations of all cases decided under any war legislation. 
A strong and attractive loose-leaf binder is provided with the 
Service. At the time of writing, the September and October 








issues have appeared, and they contain no less than 609 paragraphs. to 
Some idea of the extent of the measures is given by the fact that n 
the cumulative index already runs into 21 pages. The Digest will w 
undoubtedly be a great time-saver as well as an indispensable as 
means of keeping in touch with the new legislation. By the use be 
of the index and the Digest, the information sought can readily Ww 
be found under its subject heading. Subscribers will thus be ta 
saved the tiresome job of analysing and reconciling the various he 
regulations and notices. A feature which will especially be ap- Z 
preciated is that, where an amendment has been made, the amend- 
ment is to be incorporated in the original provision and the pro- at 
vision as amended re-produced, so that the latest reference in the ta 
Service will provide full information as to the legislation in force st 
at the time of issue of the monthly service. A A FyrzcrRAtp. uy 
m 
ne 
af 
Publications Received of 
WI! 
The Contingent Liabilitics of the English Commercial Banks, ve 
with an introductory essay on their Published Accounts: H. C. F. di 
Holgate: Gee & Co. (Publishers) Ltd.: London, 1939: Pp. 77: di 
Post free abroad, 5/6. co 
This is in part a realistic account of the nature of the contingent of 
liabilities of commercial banks, and in part a critical examination 
of their published accounts, and of the claims of the public to more - 
information than is usually given by the published accounts and m:; 
which, it is argued, is necessary for the efficient management of the he 
national economy. In an appendix covering 23 pages, actual lai 
examples of the published accounts of the main English commercial ex 
banks are given. m 
Brewery Accounting: G. S. Hamilton: Gee & Co. (Publishers) to 
Ltd.: London, 1939: Pp. 139: Post Free Abroad, 13/1. th 
Commencing—rather unusually but nevertheless quite logically fit 
—with the balance-sheet and profit and loss account of a brewery or 
company, this book traces the items in those statements back de 
through the accounting system. Concise, but comprehensive in 
chapters are also included on brewery costing, and on the records if 
relating to properties, fixtures, rents, managed houses and th 
changes of tenancy. A thorough and useful book with numerous pe 
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Profit and Profiteering Posers 
By WALTER Scott, A.1.C.A., A.C.A.A. 


War always brings its problems, and there is scarcely a business 
to-day which is not in some way affected by it. These effects are 
not always of an adverse nature, and particularly in America there 
were, during the last war, countless instances of huge profits made 
as a result of war-time contracts. There can be little doubt that 
both in England and Australia, and indeed in every country at 
war to-day, there is an attempt being made to avoid previous mis- 
takes and to legislate to correct certain adverse tendencies which 
became apparent during the 1914-18 war, but only after that war 
had been in operation for some considerable period. 

Here in Australia we have already heard much of profiteering 
and the possibilities of profiteering engendered by this war. Cer- 
tain legislation has been introduced at least to curb, if not more 
strictly to control, advancing prices, particularly those consequent 
upon profiteering. That any solution of this problem is difficult 
must be at once conceded. and it is probable that rightly or wrongly 
no action of the Price Commissioner will meet with unqualified 
approval either from business or from consumer. Whilst many 
of these problems have an economic basis, they largely come 
within the sphere of accounting, and, indeed, must finally be sur- 
veved through accounting eyes and with accounting terms. The 
difficulties, therefore—and the whole subject bristles with 
difficulties—may affect the accountant either in a professional or 
commercial capacity far more greatly than any other executive 
officer in the business structure. 

Rises in costs can be considered as inevitable. Imports from 
overseas, particularly where affected by dollar exchange, will be 
made at increased costs. Indeed, prices of all materials, even where 
home produced, will almost certainiy show an upward trend, due 
largely to natural economic causes. Even allowing for some 
expected lag, labour costs will also increase. The Price Com- 
missioner is seeking, firstly, to soften these upward tendencies and 
to spread them over a period rather than to invite dislocation 
through considerable initial increases ; and secondly, to prevent pro- 
fiteering wherever it is attempted. This is a formidable pro- 
gramme, because profiteering is largely incapable of exact 
definition. It would manifestly be folly to imagine that every 
increase in price is an example of the work of the profiteer. Even 
if it were so, the profiteering may be done in other countries outside 
the jurisdiction of the Price Commissioner. Conversely, it is 
possible, in extreme cases, that examples of profiteering could be 
found where prices had been allowed to remain at previous figures. 
Obviously, where a reduction was warranted but not given, pro- 
fiteering may be taking place. 

But the difficulties go much deeper than that. In the first place, 
the question that has to be answered is—What margin of profit is 
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to be allowed where costs have increased? In considering such a 
question, it is necessary to divide business generally into its two 
obvious divisions of merchandising and manufacturing. 

In the case of a merchandising business, for example, the cost of 
an article may at the moment be £100 and all other costs may 
amount to £30. With a selling price of £150, the profit is obviously 
£20. If, however, the cost of the article increases by 100%, the 
question would be—How much should the selling price be 
increased? Ifa full 100% was added to the selling price, the re- 
sultant figures would be: Cost of article £200, all other costs £30, 
selling price, £300, profit £70. Obviously this may well be an 
example of profiteering. But wherein would lie the solution? 
Could it be worked in this manner? Cost of article £200, all other 
costs £30, profit £20, selling price of article, £250. In this case 
the profit of £20 was kept at the same figure as applied before the 
increase in the cost of the article. The business man, however, 
would validly argue that he would not be satisfied with £20 on 
£250 turnover when he used to receive £20 on £150. He would 
point out that he is risking extra capital and that his margin on 
turnover has been considerably reduced. Would it, therefore, be 
possible to arrive at a compromise by substituting the following 
figures? Cost of article £200, all other costs £30, profit £36, sel- 
ling price, £266. In this case the amount of profit, which is £36, has 
been arrived at, of course, by taking the same proportion of the 
selling price as profit, as operated in the pre-war instances—#£20 on 
£150 would be approximately £36 on £266. This instance has 
purposely been kept in its most simple form for the sake of clarity 
in comparison. If, however, the other costs have also varied the 
problem becomes more complicated. Furthermore, whilst a definite 
principle may be enunciated insofar as single products are con- 
cerned, the idea of arguing from the particular to the general may 
not be above criticism. 

But if the case of the merchandiser is complicated, how much 
more so is that of the manufacturer, whose fixed and variable 
percentage proportions are as a rule more intricate? There may 
be several materials going into the manufacture of a product, which 
clearly would complicate the issue still further. Would the 
manufacturer be prepared to consent to his selling price being 
increased to take into account only the same margin of profit on 
turnover as originally existed? It must be confessed that the 
possibility is remote. The attitude of the business man would 
probably be, in theory at least, that there would be a lot of factors 
involved and that the sum of these would indicate that an increase 
calculated in this way would not ensure an adequate return. Not 
only would extra capital be involved, he would argue, but there 
would be extra risks of all kinds. The value of stocks to be 
carried may increase in a greater proportion than the amount of 
capital involved in the increased size of book-debts. In theory, 
therefore, the business man would say that any increase based on 
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‘tha extra capital required would not be sufficient, having in mind all 
two i circumstances. 

In practice, the business man would probably adopt as his 
tof @ attitude, getting the best price he could. This would be an exten- 
may @ sion of the “What the traffic would bear” principle. In this case 
usly @ itis true the Price Commissioner may enter into the question. The 
the § business man in justification of his attitude would probably say 
be @ that the best way would be to let prices find their own level, 
-re- §§ because if competition were given free reign, the chances of pro- 
£30, @ fiteering would be greatly reduced. It is questionable, however, 
. an @ whether this theory can be well defended, for this assumption may 
ion? hide a fallacy. The question is whether there would be a free 
ther | reign for competition. In the first place, if orders were plentiful, 
case § 2s indeed they might be, particularly in certain trades, competition 
‘the J would not act as the brake it may be described as being. Secondly, 
ver, 4 there are some industries where prices are definitely fixed through 
) on j associations, and where competition plays a very minor part. The 
ould J newspapers have already reported the annoyance of the Govern- 
1 on ment because prices for war requirements appeared to be con- 
, be trolled by associations in one particular instance. 
ving It must not, however, be thought that the business man has 
sel- no justification whatsoever for adopting the attitude of getting 
has @the most which the market will pay. Many business men have 

the very unhappy memories of post war slumps and indeed of the 
0on depression of a decade ago, and there is probably a good deal of 
has @iustice in their contention that no matter how careful they may 
rity be, they will be faced with certain losses at the end of the war, 
the @if the slumps largely considered inevitable actually occur. There 
inite @will be the slashing of stock prices, the writing down of inven- 
con- tories. the writing off of book-debts and such like. Thev argue 
may @§ that the good years must be made to carry the bad and they are 
therefore not content with any adjustment which gives them no 
ich @more than a pre-war percentage. 
able For the manufacturer there is also the tantalising question of 
may @excessive plant. Particularly in some industries, there will pro- 
hich @tably be a large expansion of equipment during the war period 
the of maximum demand, with a cessation of construction immediately 
eing Jafterwards. This would accentuate the full effect of the business 
ton cycle, and it is to avoid such difficulties that no less an authority 
the Jthan J. M. Keynes, the economist, has suggested his Post Office 
ould J Savings plan. 
tors But this is not the complete list of the difficulties facing the 
easé Price Commissioner. There are a whole host of individual cir- 
Not (cumstances to be taken into account. In the first place, what is the 
here @oosition of a business man, who, in order to keep going, has been 
» be Borepared to sell a particular commodity at a loss, or at a price 
t of which is sufficient to break even? He considers that his policy 
Ory, was justified on account of the contribution to his fixed charges. 
lon @The advent of war finds him in a position wherein he is able to 
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increase his price, so as to get him an acceptable, though by no 
means a big profit on this article. Could this be construed as 
profiteering? It would obviously be hard to persuade the business 
man that in such a case he was a profiteer. If every instance were 
as clear-cut, possibly the situation would be easier, but where all 
kinds of conditions enter into the question the problem could well 
represent a tangled skein. 

Summing up the foregoing, then, before proceeding to what may 
be termed a supplementary study of the position, it could be said 
that the Price Commissioner will undoubtedly be able to suppress 
blatant forms of profiteering, but the probability is that he will 


not be able to prevent many increases in profits, which, according | 
to one’s interpretation of any definition of profiteering, may or } 
may not be considered as coming within its scope. The business | 


man will argue that common business prudence will necessitate 
increasing his selling price something more than is necessary to 
cover increased costs and a like percentage of capital employed. 
He will probably be careful not to come within the scope of blatant 
profiteering, but at least in many instances his profits will 
undoubtedly rise. 

What, then, should be done? Is it proposed to confine any 
attempt at effective control in the hands of the Price Commis- 
sioner? Probably not, because the Government is already, we are 
told, giving some consideration to the institution of an Excess War 
Profits Tax. This also brings its problems, which can at this 
stage, however, only be stated in general terms. Obviously, until 
the Act is framed, precise examination is impossible, but the 
problem undoubtedly does arise as to what is the best method of 
seeing that the business organisation is taxed only upon excess 
war profits. It is said that the probable method will be to take 
a three or five years’ average of pre-war profits and to base excess 
war profits tax upon the difference between such average and 
profits during each war vear. Two questions would, under these 
circumstances, immediately arise. Firstly, would no note be taken 
of natural growth of an enterprise, and, if so, how would such 
natural growth enter into a consideration of the question? 
Secondly, would profits arising from increased efficiency be 
excluded from an Excess War Profits Tax? No doubt the diff- 
culties even in relation to these two matters are great, but if such 
factors were ignored there would be a distinct danger that any 
attempt towards greater efficiency would be greatly penalised. In 
a war such as this, where it is necessary above all things to consider 


the economic aspect and to drive towards greater efficiency and | 


the elimination of waste in every sphere of business activity, this 


should be the last charge which any Government would like to have 9 
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levelled against it. The question is, however, how such factors j ne 


could be taken into account. Consider, for example, the case set 
out in the accompanying tables. 
It will be seen that during the five years immediately preceding | 
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STATEMENT (A) 
A.B. COMPANY LTD. 
Tabulated Statement of Operating Results for Five Pre-War Years 
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os Variable | Fixed | 1934-35 | 1935-36 | 1936-37 | 1937-38 | 1988-39 
% | Charges 
g £ £ £ £ £ 
5 Materials . 30% —_ 30,000} 33,000 | 37,500 | 39,000; 42,000 
Labour 25% —_ 25, 000) 27,500 | 31,250 | 32,500; 35,000 
Manufacturing Ex- 
pense . 15% | 1,500 | 16,500; 18,000 | 20,250 | 21,000; 22,500 
| General and Ad- | 
ministrative Exp. 1% | 4,000 5,000; 5,100; 5,250/ 5,300 5,400 
* Selling Expense .. 10% | 2,500 | 12,500; 13,500 | 15,000 | 15,500) 16,500 
© Profit oe oe —_ —_— 11,000) 12,900 | 15,750 | 16,700; 18,600 
Sales Volume... | -|- 100,000) 110,000 |125,000 |130,000| 140,000 
(B) STATEMENT FOR 1939-40 
(20% added to Material Costs and 10% to Wages) 
On Pre-war Basis | During War Year| If costs If costs If costs 
and sales | altered, altered, 
= unaltered, | as above | as above 
position | and sales | and sales 
Variable} Fixed |Variable| Fixed = enthien ed re A 4 
£150,000 by 20% 
| turnover 
£ ¢ | £ £ 
Materials . 30% ~— 36% — 45,000 54,000 4,000 
labour .. 25% — |273% —_ 37,500 41,250 1,250 
@ Manufacturing Ex- 
pense . 15% | 1,500 | 17% | 1,650 | 24,000 | 27,150] 27,150 
General and Ad- 
ministrative Exp. 1% 000 1% | 4,250 5,500 5,750 5,750 
Selling Expense .. 10% | 2,500 | 10% | 3,000 17,500 18,000 18,000 
Profit oe ee = — —_ _ 20,500 3,850 33,850 
Sales Volume -— — — — 150,000 | 150,000 | 180,000 
— — = ~ 
(C) STATEMENT FOR 1939-40 
20% added to | 20% added to | 50% added to 
materials and | materials and | materials, 20% 
wages, 10% to| wages, 10% to | to wages, 10% 
— office salaries | office salaries | to office salaries 
except Fixed | except Fixed except Fixed 
Charges, Selling} Charges, 20% | Charges, 50% 
Prices un- added to added to 
alte: Selling Price | Selling Prices 
; Baastate £54,000 £54,000 £67,500 
a ur eal 45,000 45,000 45,000 
a Yanufacturing Expense ° 28,750 28,750 31,850 
General and Administrative Expense 6,250 6,250 6,500 
Sling Expense o- ° 19,750 19,750 21,250 
hofit and Loss* *3,750 26,250 52,900 
Ses Volume .. £150,000 £180,000 £225,000 
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the war there has been a steady growth of the A.B. Company, the 
percentages of the various expenses having purposely been kept at 
a uniform rate. Statement (A) shows that the profit which in 
the first year was £11,000 grew in the fifth year to £18,600, 
In Statement (B) it will be seen that the cost of materials increased 
20%, whilst wages went up 10%. If, on a pre-war basis the sales 
had been £150,000, the expenses operating under the increase 
would total £146,150. If the sales price were therefore not in- 
creased the profit would be only £3,850. Obviously this would not 
be an acceptable figure. It will be seen, however, that under 
normal conditions the profit on the £150,000 pre-war normal turn- 
over would have been £20,500. If this same amount of profit had 
been preserved, the new sales total would have reached the figure 
of £166,650 (total costs £146,150 plus £20,500). Supposing, how- 
ever, that as materials increased by 20% this particular business 
decided to increase sales by 20%. ‘The sales volume under these 
circumstances would have reached the figure of £180,000, leaving 
a profit of £33,850 instead of the normal £20,500. The question 
is, whether for the purposes of calculating the Excess War Profits 
Tax the figure taken should be :— 


Profit in first war year... .. . £33,850 
Average profit during five pre- war r years (say) 14,990 





Balance (excess profit) .. .. .. .. .. .. .. £18,860 





Obviously this would be quite unfair, because no note was taken 
of the natural growth of the business. As such growth is a vital 
factor, should the tax be urged on the difference between £33,850 
and £20,500, the latter being the normal pre-war profit based on 
all pre-war conditions? This would mean that the sum of £13,350 
would be taxable in this way. 

In example C the price of materials has been taken as repre- 
senting an increase of 20%, the manufacturing wages a like per- 
centage, and office wages 10%. Obviously some fixed charges at 
least, and probably almost all of them, would not be affected. In 
this case it will be seen that if the selling prices were kept at the 
pre-war figure, there would have been a loss of £3,750. In order 
to get a normal pre-war profit of £20,500 the sales volume would 
have had to reach the figure of £174,250, representing an approxi- 
mate increase of 16%% on pre-war prices. Supposing, however, 
that the sales volume was £180,000. The profit would obviously 


be £26,250. This represents 14°584% on turnover, whereas in | 
the pre-war years the rates were 11%, 11:75%, 12:6%, 12-9% and | 
13:3% respectively. In the first war year, but based on pre-war | 


values, the profit would have been 133%. Would it, therefore, be 


possible to say that the total expenses of £153,750 should represent § 
864%, 100% being approximately £178,000? Based on this | 


percentage the profit would have been £24,500, whilst actually it 
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1939 


was £26,500; therefore £2,000 should rank for assessment under 


hen the war profits tax. There appears to be a good deal of justice 
h in in this contention, though it is not above criticism. 

600. Let us go further. What would be the position where extra 
ased profit can definitely be traced to savings through increased effi- 
sales ciency? For example, supposing that by an overhaul of stocks 
ene the A.B. Company had, during the first war year, been able to 
in reduce inventories considerably and to make savings of approxi- 
not mately £3,000 per year on this account. Under these circumstances 
nder common fairness would indicate that if the method outlined in the 
oe previous paragraph were adopted, no portion of their profit should 


bad be assessed. Indeed they would argue that they have given back 
to the public £1,000 of what they have been able to save through 


— extra efficiency. The profit resulting from savings, however, may 

nen not be easily demonstrated and the company would be automati- 

hese cally penalised because they had made some contribution to national 

ving welfare in the reduction of waste. The last column in Statement 

sion C takes the matter a step further, in that the increases are more 

ofits marked, materials being up 50% and wages 20%. In such a case, 
with sales prices increased by 50%, the profit has jumped to 
£52,900 and obviously some of this should definitely be within the 
scope of the proposed taxation. Sufficient has been said, how- 
ever, to show some of the difficulties in drawing the line. 

Even if some such basis as suggested in the foregoing could, 
after a thorough examination, be arrived at, the business man 
would still have some cause for complaint. One or two of the mat- 

nvm ters mentioned earlier would still have to be faced. In the first 
witel case what would be the position where, at the Government's 
850 request, business concerned had greatly increased output? Should 
i io the whole of such extra profits be suspect? Obviously this would 
350 be unfair. Secondly, where plants have been brought into 
. ] operation for war purposes or special machinery has been pur- 
pre- chased to increase productive capacity, should not the value of such 


be allowed to be written off at much higher rates of depreciation 
per- > ; : : 

a a than would usually be allowed? It is possible that some of the 
machinery may be useless when the war terminates and therefore 


| bs would rightly be chargeable against the period of the war. Should 
oder not these factors be taken into account? Finally, where work is 
ore carried out on a “cost plus” basis, obviously it would be difficult 
onl. to associate all such profit with that profiteering which the legis- 
wer, lature is determined to control. 

usly Nothing in the foregoing should be construed as sympathy 
s in 4) towards outright profiteering. Where a fortune is made 
and |4 ‘irectly out of the war, there is every justification for remedial 
a action. Nevertheless, it would be equally wrong for business to 


» be ; be branded with the stigma of war profiteering where, in fact, no 
cont 4 profiteering had occurred. Some attempt has, therefore, been 
this |y Made to outline the difficulties in connection with this problem. 


y it Some of them seem almost incapable of fair solution, but it is 
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safe to say that, if there be a solution, it is most likely to be found 
through the accountant and particularly where such accountant 
has a thorough knowledge of fixed and variable cost relationships. 
It may, however, be urged that in the example given information 
of a particular type was available, in connection with the business, 
and the majority of organisations do not know their fixed and 
variable cost proportions. This contention is justified, but it is 
also felt that if manufacturing and profit and loss figures for a 
number of periods are available, it is possible to arrive at fixed and 
variable percentage ratios by one or two methods of systematic 
analysis. 

These are the problems and there are few accountants who in 
the future will not come into direct contact with some of them. 
It is hoped that the posers set out herein will provoke thought to 
such an extent that it will be possible to arrive at some uniformity 
of idea in relation to these various matters, so that the accountancy 
profession as a whole can make some contribution of national 
importance not only to the Government but to the business com- 
munity at large. 





The Uses of Compound Interest Functions 


Mr. F. S. Burr, of Murray Bridge, South Australia, has drawn 
attention to a printer’s error in the article on the “Uses of Com- 
pound Interest Functions,” by Mr. L. B. Wright, which appeared 
in the October issue of the Journal, at page 216. 

Formula (3) on line 30, which was given as 


s\n — 1 5 )2 os 
ae should be Crest 

On page 219, at line 23, Symbol 2 should be v*, not V*. 

Mr. Burr also draws attention to the fact that the use of four- 
figure logarithms produces an approximate figure only. In pro- 
blems 1 and 2 given in Mr. Wright’s article, the use of the four- 
figure logarithms gives an answer correct to three decimal places, 
and, in problems 4 and 5, to two decimal places only. 

As a general principle, if four figure tables are used a result 
cannot be stated with greater accuracy than four significant 
figures. Furthermore, when a number is raised to a higher power, 
the slight error in the fourth figure of the logarithm is magnified. 

Commenting on this point, Mr. Wright says, “There is no doubt 
that what Mr. Burr says concerning the use of four-figure loga- 
rithms is quite correct. Nevertheless, they are reasonably accurate 
and have a wide use, the small error that occurs being of no prac- 
tical significance in the majority of cases. Moreover, in writing 
the article, I set out with the intention of making the whole thing 
as simple as possible, and to avoid the presentation to students 0! 
an alarming mass of figures.” 
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Legal Decisions of Interest to Accountants 
By J. A. L. Gunn 


Hire PURCHASE TRANSACTIONS 

If a hire purchase agreement is a contract of sale within the Sale 
of Goods Act, then the usual statutory conditions and warranties 
are implied. One of these is that where the buyer expressly or by 
implication makes known to the seller the particular purpose for 
which the goods are required so as to show that the buyer relies on 
the seller’s skill or judgment, and the goods are of a description 
which it is in the course of the seller’s business to supply (whether 
he be the manufacturer or not) there is an implied condition that 
the goods shall be reasonably fit for such purpose. It is provided, 
however, that in the case of a contract for the sale of a specified 
article under its patent or other trade name there is no implied 
condition as to its fitness for any particular purpose. Cf. Victorian 
Goods Act, 1928, S. 19 (I). 

The English Court of Appeal has held that a hire purchase 
agreement is a contract of sale within the Sale of Goods Act. 
Felston Tile Co. Ltd. v. Winget Ltd. [1936] 3 All E.R. 473. 
“A hire purchase agreement is quite clearly inter alia an agreement 
for sale within the meaning of the Sale of Goods Act, 1893, S. 1 
(1), and is a conditional agreement within subsection (2) of that 
section (cf. Vic. Act, S. 6 (2)). The purchaser is given by 
it the right to turn the contract into a contract of sale for all 
purposes, and to bring about an actual sale by exercising the option 
which the terms of the contract give him” per Scott L.J. at p. 481. 

The Victorian Supreme Court (Lowe J.), in Woods Radio 
Exchange v. Marriott [1939] V.L.R. 309, has not followed the 
decision of the English Court of Appeal. The Victorian Court 
has held that a hire purchase agreement is not a contract for the 
sale of goods within the meaning of the Victorian Goods Act, 1928, 
and, consequently, the warranties and conditions set out in S. 19 
of that Act are not implied in such an agreement. On the other 
hand, where a chattel is supplied, pursuant to a hire purchase 
agreement, to be used for an agreed or stated purpose, or for a 
purpose indicated by the nature of the chattel, there is implied in 
the agreement, in the absence of some provision to the contrary, 
a condition that the chattel is reasonably fit for such use. 

The Victorian Supreme Court further held that where the hirer 
elects, or by reason of his conduct, is compelled to treat a breach 
of such a condition as a breach of warranty, the damage sustained 
by him in consequence of the breach cannot be used as a defence 
to a claim for hire, but must be established in a cross-action or by 
a separate action. 

REDUCTION OF CAPITAL 
Repayment of Part of Paid-up Capital at a Premium 

Section 55 of the Victorian Companies Act, 1938, provides that 

subject to confirmation by the Court, a company may, if so 
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authorised by its articles, by special resolution reduce its share 
capital in any way... 

The Victorian Supreme Court (Mann C.J.) has held that the 
Court may make an order confirming a reduction of capital, which 
involves the cancellation of some of the company’s shares, in 
consideration of the payment of a sum substantially exceeding the 
amount paid up on those shares: Jn re Blackburn Cool Stores Pty. 
Ltd. [1939] V.L.R. 351. 


MEMBERSHIP OF A COMPANY 


P. applied for shares in a company and a few days later a 
cheque for the amount payable for application and allotment 
moneys in respect of the shares was forwarded on his behalf to 
the company. P’s. name was entered in the register of members. 
No specific notice of acceptance or allotment was sent to him, but 
he received notice of an extraordinary meeting of shareholders. 
The company went into liquidation and P’s. name was settled on 
the list of contributories. No record could be found of any minute 
of the allotment of the shares to him. WHeld, that the notice of 
the extraordinary meeting was a notification to P. that the company 
had accepted his application for shares and, consequently, since his 
name was entered in the register of members, it was rightly settled 
on the list of contributories, notwithstanding the absence of any 
record of a minute of allotment. Jn re Clifton Springs Hotel Ltd. 
(in lig.) ; ex parte Pask [1939] V.L.R. 27. 


Trust Estates 
Capital and Income 

Where the Court authorises a trustee to execute repairs to lease- 
hold property and to set aside sums out of capital and income 
respectively to meet the cost thereof, and the property is sold 
after such sums have been set aside but before they have been 
expended, the sums which came from capital should be returned to 
capital, and the sums which came from income, together with ali 
accretions, should go as income. In re Gwillam: The Trustees 
Executors and Agency Co. Ltd. v. Gwillam [1939] V.L.R. 3. 


INTEREST Parp 1n Excess oF REDUCED RATE PROVIDED BY 
FINANCIAL EMERGENCY ACT 

The Victorian Supreme Court (Gavan Duffy J.) has held in 
McColl v. Bright [1939] V.L.R. 204 that interest paid under a 
mortgage in excess of the reduced rate provided by S. 19 of the 
Victorian Financial Emergency Act, 1931, and in ignorance of 
such reduction is paid under mistake of law and accordingly is 
irrecoverable. 


TAKING OR UsinGc A Motor Car WITHOUT THE CONSENT OF THE 
OwNneER OR PERSON IN LAWFUL POSSESSION 

Section 19 (1) (a) of the Victorian Motor Car Act, 1930, makes 

it an offence to take or use a motor car without the consent of its 

owner or the person in lawful possession of the car. 
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In Donoghue v. Terry [1939] V.L.R. 165 the question arose as 
to whether the onus was on the defendant to prove consent, or 
whether the burden rested on the prosecution of proving absence 
of consent. 

The facts were :—On a charge of taking and using a motor car 
without the consent of the owner or person in lawful possession 
thereof, evidence was given for the prosecution that a member of 
a firm of three persons left a motor car owned by the firm at a 
garage to be serviced, but did not give any person authority or 
permission to use the car, except for servicing it at the garage only. 
The defendant, a brother of the proprietor of the service station, 
was seen driving the car, late at night, near a seaside resort, many 
miles from the garage. No evidence was given on behalf of the 
defendant, who was convicted by a Court of Petty Sessions. 

The Victorian Supreme Court (Lowe J.) held— 

(1) The absence of consent is of the essence of the offence 
itself, and evidence thereof must be given by the prosecution. 

(2) The relevant consent was that of the garage proprietor, 
the person in lawful possession of the car. 

(3) The justices were entitled to assume that he did not act in 
contravention of the instructions given to him; and, consequently, 
there was evidence, on which the justices might act, that his consent 
was not given to the defendant’s use of the car. 

The conviction was thereupon upheld. 





National Security (Capital Issues) Regulations 


Statutory Rules, No. 117 of 1939, dealt with in the November 
issue of the Journal, have been repealed, and are replaced by new 
Statutory Rules, No. 149 of 1939, published in the Commonwealth 
Government Gazette of November 14, 1939. Sub-regulation (2) 
of Regulation 2 of the new Rules provides that any consent granted, 
or order made, under the repealed Regulations shall continue in 
force as if the new Regulations had not been made, and shall for 
all purposes be deemed to be a consent granted, or order made, 
under the new Regulations. 


Registration of New Companies 
Under the new Regulations (Reg. 4), the Treasurer’s consent is 
no longer required in respect of an application for the registration 
of any company, society, club or association, having for its object 
the pecuniary profit or gain of its members, where the nominal 
capital proposed to be registered does not exceed £2,500. 


Increase in Capital of, and Calls by, Companies 

Regulation 5, sub-regulation (1), now provides :— 

“A company, or any person acting for, or on behalf of, a com- 
pany, shall not, in any period of 12 months commencing from any 
date after October 13, 1939, without the consent in writing of the 
Treasurer— 
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“(a) Increase the nominal capital of the company by an amount 
exceeding £2,500; 

“(b) Make an issue of authorised capital of the company of an 
amount exceeding £2,500; or 

“(c) Make a call upon shares issued by the company so that the 
total amount of the calls made by the company in that 
period would exceed £2,500.” 


Calls By No-Liability Goldmining Companies 


It is to be observed that the new Regulations do not contain an 
order (dated October 26, 1939) published in the Commonwealth 
Government Gazette of October 27, 1939, which exempts from 
the application of the provisions of paragraph (c) of sub-regula- 
tion (1) of Regulation 4 of the said Regulations (now Regulation 
5, sub-regulation (1), paragraph (c)) every no-liability company 
engaged in mining for gold, the normal practice of which is to 
make regular monthly calls upon its issued capital. This order, 
by the operation of Regulation 2, sub-regulation (2), quoted 
above, applies, of course, to the new regulations. 


Securities, Mortgages, Bank Advances, Etc. 


The provisions of Regulation 6 of the previous Regulations have 
been enlarged considerably by Regulation 7 of the new Rules, 
which provides: 

“(1) A body, whether corporate or unincorporate, other than a 
partnership, shall not, without the consent in writing of the Trea- 
surer, issue any securities or mortgage or charge the whole of any 
part of its property or assets. 

“(2) An application for the consent of the Treasurer under this 
regulation shall be in writing, and shall be accompanied by parti- 
culars in writing of the purpose of the proposed issue, mortgage 
or charge and such other information as the Treasurer directs. 

“(3) Nothing in this regulation shall prevent or affect in any 
way— 

“(a) Any transaction, in respect of an advance made bona fide 
by any bank in the ordinary course of business, on such 
security as the bank usually requires, provided the advance 
is repayable on demand. 

“(b) The issue of any securities, or the giving of any mortgage 
or charge, by any local authority— 

“(i) To the Government of a State; or 

“(ii) To any person other than the Government of a 
State so that the total amount of securities so issued 
and mortgages and charges so given by that body 
during any period of 12 months commencing from 
any date after October 13, 1939, does not exceed 
£25,000; or 

“(c) The giving of any mortgage or charge by any body (other 
than a local authority) so that the total amount of mort- 
gages and charges given by that body during any period 
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of 12 months commencing from any date after October 

13, 1939, does not exceed £5,000. 

“Local authority” includes— 

“(a) Any city, municipal, district or shire council; and 

“(b) Any water board, electricity board, sewerage board, 
harbour board, transport board or roads board con- 
stituted by or under the law of a State, and any 
other like body which the Treasurer, by order, de- 
clares to be a local authority for the purposes of 
of these Regulations. Regulation 3. 

“(4) A bank shall not, without the consent in writing of the 
Treasurer, transfer any shares, stock, bonds, debentures or deben- 
ture stock issued to it after October 13, 1939, in connexion with 
any transaction of the kind specified in paragraph (a) of sub- 
regulation (3) of this regulation, except— 

“(a) By way of discharge, to the body to which an advance 

was made in pursuance of the terms of the transaction; or 

“(b) To a guarantor who, in pursuance of the terms of his 
guarantee, has repaid to the bank the whole or part of the 
moneys due to the bank under the transaction. 

“(5) The Treasurer, or any person thereto authorised by the 

Treasurer, may require any person or class of persons— 

“(a) To furnish to the Treasurer or the person so authorised 
such information as he requires with respect to advances 
made to any body or class of bodies; and 

“(b) To attend and give evidence before the Treasurer or the 
person so authorised concerning any such advances, and 
may require him to produce all books, documents and 
other papers whatever in his custody or under his control 
relating to any such advances. 

“(6) The Treasurer or person so authorised may require the 
information or evidence to be given on oath or affirmation and 
either orally or in writing and for that purpose the Treasurer or 
person so authorised may administer an oath. 

“(7) A person shall not refuse or fail to comply with any re- 
quirements made in pursuance of sub-regulation (5) or sub- 
regulation (6) of this regulation. 

“(8) For the purpose of this regulation— 

“(a) Where by, or as a result of, the exercise of any borrowing 
power of a body, the whole or any part of the assets of 
that body becomes mortgaged or charged, the exercise of 
that power shall be deemed to be the giving of a mortgage 
or charge and the amount in respect of which the assets 
of that body become mortgaged or charged shall be deemed 
to be the amount of the mortgage or charge; and 

“(b) The extension of the term of a mortgage or charge shall 
be deemed a mortgage or charge, but nothing in this 
regulation shall be deemed to prevent or affect the giving 
of any such extension or the renewal of a mortgage or 
charge where the parties to the extension or renewal are 
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the same as the original parties to the mortgage or charge, 
and the rate of interest payable under the extension or 
renewal does not exceed the rate provided in the mortgage 
or charge. 

“(9) For the purposes of sub-regulation (8) of this regulation— 

“(a) A mortgage or charge shall be deemed to be renewed if 
the principal sum secured thereby is not repaid but be- 
comes repayable under another mortgage or charge; and 

“(b) ‘The rate provided in the mortgage or charge’ means the 
rate of interest provided in the mortgage or charge, or, 
where a reduced rate of interest is provided in the case 
of punctual payment, means that reduced rate, but shall 
not in any case be construed to refer to any increased rate 
of interest stipulated to be paid in any contingency.” 


Bank Interest Rate Not To Be Increased In Certain Cases 


Regulation 8 provides: 

“(1) A bank shall not, without the consent in writing of the 
Treasurer— 

“(a) Charge interest on any advance made by the bank and 
existing on August 31, 1939, at a rate above the rate of 
interest on the advance in force on that date; or 

“(b) Charge, on any advance made after that date, interest at 
a rate exceeding the rate of interest charged by the bank 
on that date in respect of similar advances to its customers. 

“(2) Any sum charged as interest in contravention of the pro- 
visions of the last preceding sub-regulation shall be a debt due by 
the bank to whom it was paid to the person by whom it was paid, 
and may be recovered in any court of competent jurisdiction. 

“(3) The interest payable on any advance made by a bank in 
respect of any period after the commencement of these Regulations 
shall not exceed interest payable at the rate chargeable under sub- 
regulation (1) of this regulation, and the remedies for enforcing 
any covenant or agreement to pay interest on any such advances 
shall be limited to enforcing payment of interest at the rate so 
chargeable.” 

Past Transactions by Bank 

Regulation 15 provides: 

“Where at any time during the operation of the repealed Re- 
gulations a bank has made an advance to any body, whether 
corporate or unincorporate, in pursuance of the terms of any 
transaction which, if these Regulations had been in force at the 
time the advance was made, would have been a valid transaction, 
then the bank shall have all such rights, powers and remedies as it 
would have had if these Regulations had been in force at the time 
the advance was made.” 

It is understood that appropriate application forms are being 
prepared by the Department in order to facilitate the various ap- 
plications for the Treasurer’s consent required to be made under 
the National Security (Capital Issues) Regulations. 
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Statistical Methods as Applied to Accounting 
Reports 
By A. A. FitzGERALp 


VI. The Study of Trends 


Section IV of this series of articles (which appeared in the 
October issue) dealt with methods of analysis of accounting data, 
and in particular with the comparison of accounting data relating 
to the operations of one period, or to the financial position at a 
given date, with similarly calculated figures obtained from the 
accounts of prior periods. 

Some of the limitations of comparisons of this kind were 
briefly examined, and attention was drawn to the fact that the 
most satisfactory basis of measurement of current operating 
results or financial position is comparison with a set of scienti- 
fically determined standards rather than with past records. This 
is so, because past results are not necessarily a reliable criterion of 
efficiency. This year’s results may be better than last year’s, not 
so much because this year’s performance has been satisfactory 
as because it has not been so unsatisfactory as was last year’s. It 
is for this reason that, in the absence of standards with which to 
make comparisons, astute accountants deem it unsafe to present 
reports which draw comparison between two periods only. They 
prefer, if they must use past results at all, to make their compari- 
sons with the accounts of several past periods. 

A simple illustration of the danger of drawing conclusions from 
comparisons between two periods only is given in the following 
hypothetical example : 


X COMPANY LIMITED 


Working Capital Ratios* 
As at June 30 


Year Ratios 
1933 212% 
1934 210% 
1935 198% 
1936 184% 
1937 186% 
1938 164% 
1939 172% 


*Expressed as the percentage of Current Assets on Current Liabilities. 

If the comparison were made between the ratio at June 30, 1939, 
and that at June 30, 1938, it might be assumed that, a substantial 
improvement in the ratio having been shown, the position was 
satisfactory and merited no closer attention. 

When comparison is made with the ratios at comparable dates 
in the past six years, however, a very different aspect appears. It 
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is true that this year’s ratio is better than last year’s, but it is much 
less satisfactory than it was six years ago. Moreover, and this is 
the vital point, the movement in the ratio from year to year has 
been steadily downward over the seven years. There was a slight 
improvement in the past year, but this may be, and probably is, 
because the 1938 figure was abnormally low. 

The conclusion which might legitimately be drawn from our 
table is, therefore: 

(a) The trend in the ratios over the whole period is unfavour- 

able. 

(b) This year’s ratio is less unsatisfactory than last year’s. 
Whether this indicates that the trend has been reversed or 
that the improvement is merely a temporary interruption 
cannot yet be determined. 

A Trend is a general direction or tendency, as distinguished 
from a temporary or peculiar fluctuation. The study of trend in 
accounting data is important because: 

(a) It is often more important to know the general direction 
in which a business is moving than the position in which it 
is at a given moment; 

(b) When an unfavourable trend is detected, action may be 
taken to correct or reverse the trend before any serious 
damage is done; and 

(c) Conclusions can be drawn from a trend with much greater 
certainty than from an absolute figure. It is perhaps open 
to question whether in any given case a working capital 
ratio of 184% is or is not unsatisfactory; it is self-evident 
that a change from a ratio of 212% to a ratio of 184% is 
an unfavourable movement. 

In the simple illustration of the working capital ratios which we 
have used, the trend is clearly discernible. As the years have 
passed, the cumulative fall in the working capital ratio has become 
more and more evident. The danger signal was hoisted at least 
as early as 1935, and each year since then has emphasised the 
unsatisfactory drift in the financial position. This remains true 
in spite of the slight interruption to the downward trend which 
occurred in 1937. Had the signal been heeded earlier, steps 
might have been taken to check the deterioration in the financial 
position, and the alarming fall in 1938 might have been avoided. 
Sometimes, however, it is not so easy to discern the general 
tendency because of the fluctuations of the figures first in one 
direction and then in another, and because the figures may be the 
result of a combination of changes conflicting one with the other. 

Devices by which trends may be isolated and studied or by 
which the effect of certain changes may be removed from the data 
so that the remaining changes may be more clearly visible are, 
therefore, essential in statistical analysis. 

This study of trends has a purpose which is different from that 
of the study of percentages, Dispersion and Symmetry. It is 
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concerned with the analysis and description of changes which have 
taken place over several periods of time, and not merely with the 
analysis and description of data relating to one period or to one 
moment of time. Data so arranged as to show changes over 
periods of time are called Time Series!. Thus the table of working 
capital ratios given above is a Time Series. Many Time Series 
commonly used in accounting reports will occur to readers. 
Familiar examples are: 
Tables of Sales by successive weeks, months or years; 
Tables of Profits by successive weeks, months or years ; 
Tables of Percentages of Material Cost, Labour Cost or 
Manufacturing Expenses on Total Manufacturing Cost 
by successive periods ; 
Tables of Gross Profit Percentages on Sales by successive 
periods ; 
Tables of Quantities or Values of Stock carried, from month 
to month. 


Kinds of Changes in Time Series 

Any time series covering a number of years is a complex of 
several distinct sets of movement. These are: 

i. Seasonal Variations—Short-term changes more or less 
regular in their occurrence, which result from the seasons 
themselves, or from similar influences. 

ii. Secular Trend—The long-term general tendency for the 
data to move in a certain direction. 

ili. Cyclical Fluctuations—Changes of a wave-like character 
following a regular sequence (though of irregular periodi- 
city). These movements are longer-term changes than the 
seasonal variation but. by comparison with the Secular 
Trend, they are short-term. 

iv. Irreqular Fluctuations—Which arise from chance or from 
such exceptional occurrences as fires, floods, earthquakes, 
strikes or other unexpected and unpredictable interruptions 
in economic activity.? 

Of these, the first, second and third are of a regular or 
thvthmical nature. By mathematical devices they can be 
accurately measured and, if desired, removed from the series. 
The fourth, being an irregular movement, can be measured only 
roughly,® and it is usual to treat it as inseparable from the cyclical 
fluctuations. unless it is clear that it represents a distinct and signi- 
ficant “break” in the series. In that case, it is preferable to divide 
the series into two parts. one covering the period before, and one 
the period after, the break. 


1. Riggleman and Frisbee; Business Statistics, Chan. X. 

2. Some writers include wars amongst the causes of irregular fluctuations. Cf. Secrist : 
An Introduction to Statistical Methods, p. 441—“ . . . fortuitous events such as wars . . 
In present circumstances, one hesitates to accept this classification. Day: Statistical Analysis, 
Chan. xv, distinguishes between episodic movements, which “have: their origin in some 
snecific cause,"’ and fortuitous or accidental movements, which are “‘the result of irregular 
disturbances, having their crigin in a multitude of small accidentally distributed influences 
which lie individually beyond observation.” 

See Day: Statistical Analysis, pp. 310 and ff. for a method of measurement and 

tlimination of accidental fluctuations. 


D 
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To illustrate the four kinds of change, and their effect on a time 
series, suppose that we have arranged in a time series the monthly 
sales of an undertaking for the past 10 years. The movements 
in this series from month to month in each year will reflect the 
seasonal variations. Independently of these seasonal movements, 
there will be rhythmical movements over the whole period which 
reflect the influence of the general business cycle and the irregular 
fluctuations resulting from a variety of small accidental causes. 
The violent interruption in business activity which took place in 
1930 as a result of the world-wide economic crisis will, it may be 
expected, have had its effect in a sudden and decided break in the 
continuity of the series. Each of these movements will have been 
superimposed on the general tendency of the series to move either 
in an upward or downward direction. 

Obviously, if we are to make an intelligent and useful analysis 
of the data, we must be able to measure separately the changes 
resulting from each kind of movement. Thus, for a complete 
examination of the long-term trend, we must measure it indepen- 
dently of seasonal variations and cyclical fluctuations ; the seasonal 
variations must be studied after the effect of the long-term trend 
has been removed from the data, and the cyclical movements after 
both seasonal and long-term movements have been eliminated. 

The usual mode of procedure in a statistical analysis of this 
kind is as follows: 

Step 1. Measure the extent of the long-term trend; 

Step 2. Remove from the series the effect of the long-term 

trend ; 

Step 3. Measure the extent of the seasonal variations by re- 
ference to the series as corrected by the removal of 
the effect of the long-term trend; 

Step 4. Remove from the series the influence of the seasonal 
variations. 

The series, thus corrected, will now reflect the cyclical movement 
(together with the accidental and episodic changes). Thus, each 
tvpe of movement in turn may be either studied in isolation or 
removed from the series, so as to permit or a more thorough 
examination of the other changes. 


The Measurement of Long-Term Trend 

The problem in measuring long-term trend is to establish a 
trend line, which will indicate as accurately as possible the move- 
ment which would have characterised the series had there been no 
seasonal, cyclical or accidental variations. In other words, it is 
effect the smoothing out of the relatively short-term fluctuations 
(seasonal, cyclical and accidental) so as to indicate the general 
direction and amplitude of the underlying tendency of the series 
to grow or decline, as the case may be. 

The first essential in this measurement is to select the period 
over which the trend is to be measured. This requires very care- 
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ful consideration, for there are several pitfalls for the unwary or 
inexperienced. 

In the first place, since the attempt is being made to measure a 
long-term movement, it is generally regarded as unsafe to use a 
shorter period than ten years. 

Secondly, it is necessary to guard against the distortion of the 
trend by the interference of pronounced cyclical movements or by 
abnormal items due to episodic disturbances. For this reason, it 
is desirable that the period selected should neither commence nor 
end with a year of severe depression, or of exceptional prosperity, 
and that any year falling within the selected period which is 
markedly abnormal should be excluded from the calculations. 

Finally, it should be noted that there are many different types 
of long-term trend. For example, a series may increase or 
decrease in arithmetic progression, i.e., the general tendency may 
be for it to move upwards or downwards by the same amount each 
year, or in geometric progression, i.e., by the same rate each year, 
or the movement may be gradual at first, then rapidly increasing 
up to a certain point, and finally tailing off, as it nears the maximum 
possible figure or saturation point. Changes may occur in the 
nature of the trend, and when it is clear that this has happened, 
the period should be broken into two or more periods and separate 
trend lines calculated for each. 

Examples of the three different types of trend mentioned above 
are: 

1. Arithmetic Progression—Increasing by an equal amount 

each year. 
100, 200, 300, 400, 500, 600, 700, 800, 900, 1,000. 
2. Simple Geometric Progression or Compound Interest Trend. 
—Increasing by an equal rate each year. 
100, 200, 400, 800, 1,600, 3,200, 6,400, 12.800, 25.600, 51,200. 
3. S. Curve—Small gains each year, followed by years of 
rapid growth, and later again by relatively small gains. 
9, 13, 16, 22, 35, 50, 65, 97, 133, 175, 248, 350, 499, 598, 
728, 872, 975, 1,115, 1,360, 1,577, 1,750, 1,897, 1,987, 
2,065, 2,198,4 
When the period over which the trend is to be measured has 
heen selected, the next step is to select the formula by which 
the trend line is to be calculated. 
There are several methods available, of which the most important 
are: 

i. A rough measure obtained by preparing a graph of the 
actual data and drawing a freehand line through the graph 
in such a way as to give the best possible “fit.” As nearly 
as possible, the line should be so drawn that the areas above 
the line of trend bounded by the line of trend and the curve 
of the original data should be equal to the areas so bounded 
below the line of trend. 


4. Adapted from table of Automobile Registrations in U.S.A.: Riggleman and Frisbee: 
Business Statistics, page 218. 
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The Method of Semi-Averages——A graph is prepared of 
the data. The period is then divided into halves, the 
arithmetic averages of the items in each half are calculated 
and these averages are plotted on the graph at the mid- 
points of each of the two halves. A straight line drawn 
through the two points then gives the line of trend. 

The Method of Moving Averages.—The data is arranged 
in tabular form, the arithmetic average of each successive 
groups of 3, 5, or 7 years is calculated and substituted for 
the figure for the central year of each group of 3, 5 or 7 
years. The figures so obtained give the line of trend. 
Mathematical Curve-fitting—This is the most accurate, 
though the most complex method of calculation. This 
method consists of calculating the arithmetic average of 
the series, locating that figure at the mid-point of the series 
in point of time, ascertaining the average yearly increase or 
decrease’ in the trend year by year, and, by multiplying that 
average increase or decrease by the number of years away 
from the mid-year, obtaining the trend figure for each year. 





The method of free-hand drawing is a rough measure only. It 
requires nice judgment and skill and is probably too dangerous for 
use except by those who have had extensive statistical experience. 


other methods are illustrated by the following examples: 


Method of Semi-Averages 





Year Original Totals of Arithmetic 
Data Halves of Averages 
the Time of Halves 
Period 
1930 1,500 
1931 1,450 
1932 1,500 1,480 
1933 1,550 
1934 1,400 
— 7,400 
1935 1,400 
1936 1,450 
1937 1,300 1,320 
1938 1,200 
1939 1,250 
6,600 


The trend figures, or trend ordinates as they are called, thus 
obtained are, for year 1932 (the middle year of the first half), 
1480, and for year 1937 (the middle year of the second half), 
1,320. If the original data is now graphed, and a line drawn 
through the graph in such a way that at year 1932 it passes through 
the point representing the value 1,480 and at year 1937 it passes 


This assumes that the trend is an arithmetic progression. The same method can be 


used to calculate a trend in geometric progression if, instead of the actual data, the logarithms 


actual data are used. See Riggleman and Frisbee: Business Statistics, pp. 215 and f. 
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through the point representing the value 1,320, that line will be 
the line of trend. The trend figure for any year in the series can 
then be read from the graph. 














1930 1931 1932 1933 1934 1935 1936 1937 1938 


DETERZINATION OF LINE OF TREND BY METHOD OF SEMI-AVERAGES 





Method of Moving Averages. (Three Year Moving Average) 
Year Original Successive Three Year Moving 











ata Three Year Averages (Centred 
Sums at Mid Years) 

1930 1,500 

1931 1,450 4,450 1,483 
1932 1,500 4,500 1,500 
1933 1,550 4,450 1,483 
1934 1,400 4,350 1,450 
1935 1,400 4,250 1,416 
1936 1,450 4,150 1,383 
1937 1,300 3,950 1,316 
1938 1,200 3,750 1,250 
1939 1,250 —— 


The trend values for the respective years are the figures shown 
in the last column. It will be noted that, though the general 
direction of the trend is similar to that obtained by the method 
of semi-averages, there are minor differences in the trend values 
given by the two methods. For example, for year 1932, the 
method of semi-averages gives a trend value of 1,480, and the 
method of moving averages a trend value of 1,500, and for year 
1937 the trend values are 1,320 and 1,316 respectively. The 





1939 




















342 THE AUSTRALIAN ACCOUNTANT DEC. 





= . . . 
moving average method is the more precise of the two. One dis- 


advantage of the moving average method is that it cannot be 
brought right up to date. If a 3-year moving average is used, no 
value is obtained for the last year in the series, a 5-year moving 
average leaves the last two years’ values unascertained, and a 7-year 
moving average the last three years. The main consideration 
in deciding whether to use a 3, 5 or 7 year moving average is the 
characteristic length of the interval between successive peaks of 
the cyclical fluctuations. Where these fluctuations are uneven in 
length, as they often are, the moving average method is unsatis- 
factory.® 


Method of Mathematical Curve Fitting. (Arithmetic Progression) 








Year Original Deviation Time Original Trend 

Data in years Deviations Data (Y) Values 

from middle Squared xX Time — 
year Deviations (X) 
7 x X2 

1930 1,500 ~—4 16 —6,000 1,550 
1931 1,450 —3 9 —4,350 1,516 
1932 1,500 —2 4 —3,000 1,483 
1933 1,550 —|] 1 —1,550 1,450 
1934 1,400 0 0 — 1,417 
1935 1,400 +1 1 +1,400 1,384 
1936 1,450 +2 4 +2,900 1,351 
1937 1,300 +3 9 +3,900 1,318 
1938 1,200 +4 16 +4,800 1,285 
Total 12,750 60 —1,900 


Arithmetic Average, 1,417 = trend value for mid-year, i.e., 1934. 
Procedure— 
i. Find the arithmetic average of the original data (Y)— 


12,750 
—> = 1,417 approx. 
ii. Take this as the trend value for the middle year in the series 


i.e., 1934. 

iii. List the deviation in years from the middle year against 
each item in the series, giving each its minus or plus sign. 
Call these deviations X. 

iv. Find the squares of the time deviations (X?) = 60. 

v. Multiply the original items by their corresponding time 
deviations (xy). 

vi. Ascertain the sum of the time deviations squared (X*) and 
the algebraic sum (i.e., the net sum, total plus quantities 
deducted from total minus quantities, or vice versa) of the 
figures obtained by step (v). The sum of X? is 60, and 
the algebraic sum of xy divided by the sum of X?, i.e. 


—1,900 
60 


6. See E. E. Day: Statistical Analysis, p. 263. 


= — 33 approx. 
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vii. To ascertain the trend value for any year, add or subtract, 
as the case may be, from the trend value for the middle 
year, the required number of annual increases or decreases. 
Thus, in the illustration, the trend values for years 1931 
and 1937 are: 


1931 Trend value for middle year (1934) is .. 1,417 
Year 1931 is 3 years prior to (less than) the 
middle year. The annual movement is —33. 
Therefore, the correction to be made to the 
1934 trend figure to give the 1931 trend ne 
is—3 KX —33 = +99... ; 99 


Dee OOP ee ko xk dec ccs ss BE 


1937 Trend value for middle year (1934) is .. 1,417 
Year 1937 is 3 years after (more than) the 
middle year. The annual movement is —33. 
Therefore, the correction to be made to the 
1934 trend figure to give the 1937 trend _ 
is +3 X —33 = —99 Deduct ..... 99 


Trend value for 1937 .. .. .. «. «+ «. «. 1,318 





To simplify the illustration a nine-year period has been taken so 
as to provide a middle year. If the period covers an even number 
of years there will be no middle year. In that event, the calcula- 
tions of time deviations may be carried out in half years instead 
of years, the two middle years thus having time deviations of —1 
and +1 respectively. 

Though it is not essential that students should understand the 
mathematical basis for the procedure outlined in order to apply the 
formula, it may be of interest and assist in the understanding of 
this method if that mathematical basis is briefly explained. 

The method of Mathematical Curve Fitting is sometimes called 
the Method of Least Squares. The problem is to fit a line to the 
data in such a way that the sum of the squares of the deviations 
of the actual points above and below the trend line is at a minimum. 
As with the calculation of the Standard Deviation it is necessary 
to work from the squares of the deviations instead of from the 
deviations themselves, because the sum of the deviations will 
always be zero, the plus and minus deviations cancelling out. By 
squaring the deviations the minus signs are eliminated and the 
sum of the squares is always a value from which further calcula- 
tions may be made. 

The mid-point value is the arithmetic average of the data. This 
mid-point value is regarded as being the trend value for the mid- 
point in time, i.e., the middle year of the series. We have then 
to ascertain the slope of the line of trend which passes through 
this mid-point value located at the middle year. That is to say, we 
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have to determine the yearly increment, or the amount on the 
average by which the data increase (or decrease) each year. 
The process may be expressed in the form of the solution of 
an equation (known as a regression equation) : 
y=>mx+b 
where y = the ordinate of trend, the required trend value for 
any given year 
x = the ordinate of time, the deviation in years of the 
required year from the middle year of the period. 
m = the constant annual growth 
b = the ordinate of trend for the middle year. 
b, being the arithmetic average of the data in the series, is 
calculated by dividing the sum of the original items by 
2y 
n- 
x, for any given year, is the number of years which the 
given year deviates from the middle year. 
m is calculated as under: 
the sum of the original items is equal to the constant 
annual growth multiplied by the sum of the time 
deviations— 


That is 







































the number of items, i.e., b = 


zy = m 3x 
The sum of the time deviations being zero, it is 
necessary to square them. This is done by multiplying 
each side of the equation by x. 
The equation then becomes : 
=xy =m 3x? 
=xy 
and m= 
=x? 


Substituting the values in our illustration we get 








— Sy — 12750 _ 1417 ie., Ordinate of trend 
ae Se | for middle year, 1934. 
ee te 33 ie., the constant an- 

™~ 3x2 6) ~~ nual growth. 


For, say, year 1936, x = +2 i.e., the deviation in 
years from the middle 


year 1934. 


y (the trend value for 1936) = mx + b = —33 X24 1417 
= 1417 — 66 
=z 1351 


In the illustration we have dealt with a series of yearly items 
such as are commonly used in accounting reports relating to yearly 
results or end of the year financial relationships. No questions of 
seasonal variations have arisen, because the seasonal variations are 
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the not evidenced in figures relating to the results for a full year or in 
figures relating to financial relationships as at the same date in 
n of each year. 


In other kinds of accounting reports it may be desired to ascer- 
tain the trend from a series of monthly items. To do this it is 


. for first necessary to express the monthly data in the form of average 
monthly figures for each year. This avoids the lengthy and tedious 
' the process of calculating trend values for each month in each year of 


a period of perhaps several years. Moreover, it gets rid of the 
interference of the seasonal variations and produces a line of 
trend which is uninfluenced by those variations. 
2S, iS The items then appear as 1/12th of the annual values, and the 
s by annual increment is expressed in terms of average monthly values. 
If it is desired to establish trend values for each month in each 
year, this may be done by centring the trend value for each year 
at the middle of the year. Trend values for other months in each 
the . . ts 
year are obtained from these centred values by adding or subtract- 
ing 1/12th of the annual increment in average monthly values. 
Thus the monthly increment will be 1/144th of the annual incre- 
ment in total annual values.’ 


The Uses of the Line of Trend 
Having considered the nature of long-term trend and the 
methods by which it may be calculated, it remains to consider to 
what uses the information so obtained may be put in accounting 
reports. 
The main uses may be summarised as follows: 
i. The line of trend gives a clear indication of the general 
direction in which, and the rate at which, the series of items 
studied is moving. For the guidance of business manage- 
ment in its long range plans, this may be more vitally 
important than the closest examination of the present 
position. In business, it is generally more important to know 
how the business is moving than where it is at any given date. 
Thus, in the analysis of accounting statements relating to 
gross profits, net profits, sales in total or by products, 
departments or sales avenues, or to the fundamental balance 
sheet relationships, constant watch should be kept on the 
long-term trend, so that steps may be taken early to modify 
or correct unfavourable tendencies as they develop or to 
alter business plans and policies in the light of long-range 
tendencies. 
ii. The line of trend is an invaluable aid to business forecasting 
and budgeting. It provides an essential means of check 
upon the estimates of future sales which are built up from 
other sources of information, and it is a material assistance 
cms in the formation of judgments as to the potentialities of a 
arly market to absorb the quantities which it is proposed to place 
s of upon the market. This is not to say that the measurement 
are of trend should be the sole or even the major device by which 


7. On this important point, see Riggleman and Frisbee: Business Statistics, p. 214. 
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sales may be forecasted. It is an aid to, and a means of 
check upon, such other methods of forecasting as may be 
available. In particular, the behaviour of a line of trend 
can frequently be of invaluable use in indicating that satura- 
tion point is being reached in sales of certain commodities. 
As saturation point is approached, the rate of increase in the 
trend values will show a decided tendency to slacken. This 
tendency should be watched for as a danger signal. In 
graphs depicting the line of trend it is generally clearly 
discernible some considerable time before saturation point 
is reached. 


The Removal of the Long Term Trend 

The line of trend having been determined, its influence may be 
removed from the data, which may then be studied from other 
points of view, such as the direction and extent of the cyclical 
movements. This is a simple process. The original items in the 
series are expressed as percentages of their corresponding trend 
values. 

Thus in the series used to illustrate the method of determination 
of the line of trend by mathematical curve fitting, the elimination 
of the line of trend would proceed as follows: 

Year Original Trend Percentages of Percentage 
Items Values Original Deviations 
Items on from Line 


Trend Values of Trend 
i950... 1500 1550 96°8 —32 
Eek so ss 1450 1516 95-6 
ee 1500 1483 100°1 
ae + « * 1550 1450 106:9 
aa 1400 1417 98°8 
Se: i Gog 1400 1384 101:2 
936... 1450 1351 107-3 
+ a 1300 1318 98-6 
1938 ; 1200 1285 93:4 — 


The series, after elimination of the line of trend, may thus be 
expressed as shown in either of the last two columns. Of these, 
the first shows the percentages of the actual items to the trend 
figures, the last shows the percentage deviations from the line of 
trend. Thus, for example, the actual figure for 1933 was 6:9% 
above the figure which would have been reached had it run “true 
to form” in that year, or, in other words, if no influence other 
than the long term trend had been at work. In 1937, on the other 
hand, the figure was 1-4% below the trend figure. 

The series as now expressed is a reflection of the short term 
movements. In this case, since we are dealing with yearly figures 
uninfluenced by seasonal variations, the series now presents a 
picture of the cyclical movements over the period. If the percent- 
age deviations were graphed, the wave-like character of the move- 
ment would be evident at a glance. 
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Working Capital 


By R. W. T. OBorn, A.F.1.A., A.A.LS., A.C.A.A. 


The capital of any commercial enterprise on any specified date 
is the amount by which its assets exceed its liabilities. This 
capital is employed for two different purposes: 

1. To provide those assets which are acquired and intended 
to be permanently held for the purpose of making it possible 
(as distinct from the actual earning) for the business to be 
profitably carried on, such as land and buildings, plant and 
machinery, office furniture and equipment, etc. These 
assets are known as “fixed assets,” and the capital so 
invested is called “fixed capital.” 

2. To provide those assets which are actively and directly 
used for the purpose of earning the net profit. These 
assets are the subject of trading, and are constantly chang- 
ing from one kind to another, such as stock-in-trade, sundry 
debtors, and cash. These assets are known as “current 
assets” and the capital so invested is called “working 
capital.” 

It is not the purpose of this article to discuss the relationship 
between fixed capital and working capital, but it must be remem- 
bered that the greater the percentage of capital which is invested 
in fixed assets, the more intensive must be the use made of the 
working capital so that a satisfactory return may be earned on 


the whole capital. 


Calculation of Working Capital 
How is the amount of working capital available to the business 


§ calculated? First we will consider the transactions involved in 
| the process of earning the net profit. Stock is purchased on, say, 


monthly terms, and the business incurs a liability to its creditors 
until payment is made from cash. The stock is sold on, say, 
monthly terms, and the sundry debtors owe the business for the 
value of stock sold until their liability is paid in cash. Thus the 


| business requires stock-in-trade, sundry debtors, and cash, and at 


the same time incurs a liability to sundry creditors, in the process 
of earning its profits. The difference between these assets and 


§ liabilities is the amount of the proprietor’s capital which is actually 


directly being used to earn these profits. This explanation, reduced 


§ to technical terms, means that working capital is the excess of 
§ current assets over liabilities. If the current liabilities exceed the 


current assets, then the business does not own any working capital. 
It is very important to have a clear understanding of the meaning 
of the terms “current assets” and “current liabilities.” 

Current assets are those assets which are directly engaged in 
earning profits. Cash is used to purchase stock-in-trade, which is 


§ old either for cash, or is sold to sundry debtors, who pay cash in 


3 
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settlement. Thus it will be noticed that current assets have two 
outstanding characteristics : 


1. Is continually changing form in the ordinary course of 
business ; and 
2. Is readily convertible into cash. 


In some cases a doubt may arise as to whether or not an asset 
should be classified as a current asset, but the usual principle is 
that any asset which is realisable and is intended to be realised 
within twelve months is so classified. Thus if cash, which would 
be lying idle in the bank not earning any interest until required, 
is invested in Commonwealth Bonds instead, then these securities 
would be a current asset and form part of the working capital. 
But, if the business created a sinking fund investment account to 
renew plant and machinery when it becomes worn out or obsolete, 
and the amount so invested is used to purchase Commonwealth 
Bonds, then these securities would be a fixed asset and form part 
of the fixed capital. 

Current liabilities are liabilities due in the ordinary course of 
business and payable either immediately, on demand, or within a 
short period. This definition includes amounts due for stock 
purchased or services rendered; a bank overdraft payable on 
demand; the liability for amounts accrued due for wages, tele- 
phone, advertising, etc.; and, in the case of a company, dividends 
which it is proposed to distribute. Doubt may arise as to whether 
a mortgage or any debenture should be classified as a current 
liability, but the general principle is that if such mortgage or 
debenture falls due within twelve months from the date of the 
balance sheet it is classified as a current liability, otherwise it is 
classified as a “deferred liability.” 


The Working Capital Ratio 


As the working capital of a business consists of the excess of 
current assets over current liabilities, the first question which 
naturally arises is, “What relationship should current assets bear 
to current liabilities?’ Mr. A. A. Fitzgerald, in an article entitled 
The Two-to-One Working Capital Ratio, which appeared in the 
February issue of the journal, shows, by analysis, that no set 
relationship can be accepted as a standard measure of financial 
stability. But the trend of variations in the relationship between 
current assets and current liabilities does reveal whether the 
business is consolidating its financial structure or whether a 
weakening has taken place. 

In considering the question of financial stability an important 
practical question arises, “Is the possession of an adequate amount 
of working capital sufficient proof that the business is financially 
sound ?” 

: It should be noticed that current assets may be divided into two 
classes :— 
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1. Those assets which in the normal course of business will 
take a short time to be converted into cash, i.e., stock-in- 
trade, and sundry debtors. These assets are known as 
“floating assets.” 

2. Those assets which are represented by cash, or can be 
readily converted into cash should the necessity therefore 
arise, i.e, Commonwealth Bonds or other negotiable 
securities for which there is an active market. These 
assets are known as “liquid assets.” 


The distinction between floating assets and liquid assets should be 
carefully noted, because liquid assets are immediately available for 
the payment of current liabilities, while the amount invested in 
floating assets will not become available for a short period of time. 

The process of converting stock-in-trade into cash usually takes 
a longer period of time than the period of credit allowed by 
creditors from whom the stock is purchased. Where stock is pur- 
chased on one month’s credit, it must be paid for on or before the 


§ last day of the month following that in which the purchase was 
| made, and where the business is operating on a stock turn of six 


and is allowing one month’s credit, it will be an average of two 
months before the stock is sold, and another month before payment 
is received. Cash must be paid out in one month, but the asset 


§ so acquired will not be reconverted into cash for three months, 


thus there is a lag of two months between the date of payment for 
stock purchased and of receipt of cash for sales made, and it is 
for the purpose of financing the activities of the business during 
this period that working capital is required. Thus it will be 


5 realised that strict control must be exercised over current assets 
| so as to ensure that a correct balance is maintained between 
floating assets and liquid assets so that current liabilities may be 
= met on the due date. There are three different ways in which the 


balance between floating assets and liquid assets may be upset :— 
1. By over-trading ; 
2. By undertrading; and 
3. By frozen assets. 


A commercial enterprise is over-trading when the volume of 
trade makes it necessary for the business to have too great a 
proportion of its working capital invested in floating assets (i.e., 
stock-in-trade and sundry debtors), and too small a proportion 
invested in liquid assets, thereby preventing or making it too 
difficult for the business to meet its obligations on current liabili- 


® ties as same become due. When over-trading (as distinct from a 
® 'reezing of floating assets) is the cause of financial embarrassment, 


the relationship between cost of sales and stock-in-trade will be 
normal, as also will be the relationship between credit sales and 
sundry debtors. In addition to this all purchases of stock will 
be in accordance with the normal requirements for the volume of 
trade being done. The position is simply that the volume of 
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trade has made it necessary for the business to accumulate stock- 
in-trade and sundry debtors, to the detriment of its liquid position, 
thereby preventing or making it too difficult for the business to 
meet its obligations on the due date. 

A commercial enterprise is said to be under-trading when the 
volume of trade makes it necessary for too small a proportion 
of the working capital to be invested in floating assets (i.e., stock- 
in-trade and sundry debtors), and too large a proportion is invested 
in liquid assets, thereby enabling the business to meet its obliga- 
tions on current liabilities with the greatest of ease, and have a 
surplus which is greater than that demanded by the dictates of 
financial prudence. In other words full use is not being made of the 
working capital available to the enterprise. Here again, where 
the effects of a freezing of floating assets is not in existence, it 
will be found that the relationship between stock-in-trade and 
cost of sales is normal, as also will be the relationship between 
credit sales and sundry debtors, while all purchases of stock will 
be found to be in accordance with the normal requirements for 
the volume of trade being done. It is simply a case that the 
working capital is not fully employed in the task of earning profits. 

Another dangerous condition, which may easily cause too great 
a proportion of the working capital to be invested in floating 
assets and too small a proportion to be invested in liquid assets, 
is a gradual freezing of the floating assets. Floating assets are 
frozen to the extent that such assets have been allowed to accumu- 
late beyond the normal requirements of the organisation, and can 
only be detected by a close examination of related items in the 
trading and financial records of the enterprise. 

In fact, a close examination of related items in the trading and 
financial records will reveal whether the organisation is over- 
trading, under-trading, and/or suffering from the effects of 
frozen floating assets. This examination can be divided into two 
stages :-— 

1. The determination of the correct relationship between 
related items ; and 

2. The determination of the extent of the variation between 
the correct relationship and their actual relationship. 


Space will not permit a detailed description of this examination, 
and only a few brief explanations will be made. The principal 
items comprising the working capital are stock-in-trade, sundry 
debtors, cash, and sundry creditors. 

Stock-in-trade will be considered first. In every class of 
business, the relationship between the value of stock to be carried 
and the cost of sales is being carefully studied, and finally there 
emerges an average rate of stock turn which is accepted in the 
particular trade or type of business as a standard on which the 
rate of stock turn of the various businesses within that particular 
type or trade use as a basis for determining whether their own 
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stock turn is satisfactory or not. This standard rate of stock turn, 
must, of course, be adjusted to meet the needs of the particular 
business under consideration. It will now be assumed that after 
mature consideration, it is decided that the correct stock turn for 
the business is 6, and the cost of sales for the ensuing year is 
budgeted at £12,000, then the average stock to be carried during 
the year to obtain the desired stock turn is £2,000. The stock 
to be carried during the ensuing year will then be planned so that 
it rises and falls according to the expected fluctuations of the 
sales to be made during the year, so that at the end of the year 
the average stock carried will be one-sixth of the cost of sales for 
the year. Where the value of stock is controlled in this manner, 
the value of stock to be purchased each month can be calculated, 
and used to control the actual value of purchases made, thereby 
preventing the business from incurring any liability for stock 
purchased beyond its requirements. If this stock is purchased on 
one month’s credit, then, at the end of each month, the liability to 
sundry creditors should not exceed the amount of that month’s 
credit purchases. The next question to be considered is the 
correct relationship between sundry debtors and credit sales. 
This relationship must be fixed so that it will enable the business 
to earn the greatest possible net profit, or, in other words the 
§ relationship must not impose such strict credit terms and con- 

ditions governing their enforcement that sales are unnecessarily 
lost, nor must these credit terms and the conditions governing 
their enforcement be so lenient that unjustified losses in the way 
of bad debts are incurred. This relationship, which is expressed 
as a certain period of credit sales (i.e., 10 days credit sales, 40 
days credit sales, 14 months credit sales, etc.), can only be deter- 
mined by a close examination of the relationship between sundry 
debtors, bad debts, and credit sales, and also any other information 
available from businesses operating under similar conditions on 
the same terms of credit. Assume that after examination and 
enquiry, it is decided that the correct relationship between sundry 
debtors and credit sales is that sundry debtors should not exceed 
14 months credit sales, credit sales for January amounted to £3,000 
and the February credit sales to £4,000. Sundry debtors on 
February 28 were £6,500. The correct value of sundry debtors 
= would be :— 
February Credit Sales .. .. . .. £4,000 
One half of January Credit Sales .. 1,500 


, ae oe se oe oe oe £5,500 


————_—__—_— 
As the actual value of sundry debtors is £6,500 and the correct 
value £5,500, then sundry debtors have frozen to the extent of 
£1,000, and this extent must be thawed out. 
The last question to be considered is the effect of net profits 
and net losses on working capital. Net profits and net losses 
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are arrived at after taking into account depreciation on fixed 
assets. Depreciation on fixed assets is also taken into considera- 
tion when fixing the selling price of stock, and consequently the 
process of converting stock into cash also enables the business to 
recover in cash part of the money invested in fixed assets. Thus 
the process of earning a net profit has strengthened the working 
capital in two ways :— 

1. By the amount of the net profit, less any amount that has 
been withdrawn from the business as dividends or draw- 
ings or has been converted into fixed assets; and 
By the amount of depreciation on fixed assets recovered in 
the value of sales made, less any amount which has been 
reconverted into fixed assets. 

When considering the effect on working capital of net losses both 
these factors must be taken into consideration :— 

1. If the net loss is less than the amount of depreciation 
on fixed assets recovered in the value of sales made, then 
the working capital position will be strengthened by the 
amount of this difference; and 
If the net loss is more than the amount of the depreciation 
on fixed assets recovered in the value of sales made, then 
the working capital position is weakened by the amount 
of this difference. 

Of course, allowance must be made for the influence of any past 
profits or monies withdrawn from the business, or amounts con- 
verted into or reconverted into fixed assets. 

On the proper management and control of the working capital 
of the business depends the continued success of the organisation, 
and the inefficient management of the working capital can rob 
all executives of the fruits of success in every other direction, and 
may even bring to an abrupt end the life of the organisation. 
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